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FOREWORD 


More than one response to our inquiries for advice in planning this series of 
insurance issues contained an inquiry in return: What has happened in insurance 
so startling as to bring on this spotlight? It has been six years since South-Eastern 
Underwriters’ was -decided and two since the McCarran Act? “moratorium” ex- 
pired. No event of comparable earth-shaking proportions has rocked the insurance 
world within those six years; no planning or re-ordering effort comparable to the 
drafting and enacting of state legislation during the moratorium period now appears 
on the horizon. What do you have in mind? 

The very absence of such visible milestones, either before or immediately behind 
us, is at least part of the answer. We do not stand still between milestones. SEUA 
and the McCarran Act seem now to have receded far enough to be viewed in per- 
spective; at least the authors of our next succeeding symposium, “Regulation of 
Insurance” (Autumn, 1950), have undertaken to try so to view it. Meanwhile, 
other facets of insurance have rocked along at a seemingly more even pace, and they 
promise to continue to move. The business of making insurance really insure has 
moved forward on many fronts; nor is it finished yet. Ideas, coverages, uses of in- 
surance, and understanding on the part of those who provide it and those who use 
it have grown; legal concepts, rules and regulations applicable to insurance are 
in process of modification; consequences upon other aspects of our social economy 
have appeared or broadened. The thinker in statistics will register just one mani- 
festation of such development by noting that insurance salesmen, inflation, and the 
medical profession have joined to double the assets held by life insurance companies 
in a period of ten years.* (More of this and related phenomena will be reserved for 
a still later issue, “Institutional Investment,” tentatively planned for 1951.) 

The present issue is devoted to this “rocking-along” movement. It is here that 
unspectacular changes add up to an impressive total of developments, affecting the 


7 United States v. South-Eastern Underwriters Ass’n, 322 U. S. 533 (1944). 

*59 Srat. 33 (1945), as amended, 61 Stat. 448 (1947), 15 U. S. C. §§1o11-1015 (Supp. 1949). 

®* See, e.g., JoInr COMMITTEE ON THE Economic Report, Factors AFFECTING VOLUME AND STABILITY 
oF PrivaTE INVESTMENT (Committee Print), 81st Cong., 1st Sess. 235 (1949); Joint CoMMITTEE ON THE 
Economic Report, REPORT OF THE SUBCOMMITTEE ON INVESTMENT, VOLUME AND STABILITY OF PRIVATE 
INVESTMENT, SEN. Doc. No. 149, 81st Cong., 2d Sess. 12 (1950). 
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individual or business buyer of insurance far more immediately than the SEUA 
explosion ever could. Here the lawyer who is not an insurance attorney meets 
these developments in advising clients in business and personal transactions, in 
claims matters, and in occasional litigation. (Two of our contributors remark on 
the small extent to which lawyers, in the past, have advised insurance buyers when 
entering into transactions which are at least as complicated as the usual, lawyer- 
navigated land transaction, will, or business association agreement. Greater, and 
better-informed, lawyer participation in the future is promised by the discovery, 
Professor Fahr notes, that some of those services can amount to quite profitable law 
business.) Here the scholar, the legislator, and the voting citizen will observe the 
impact of insurance developments upon law and the social order, and assess the 
adequacy of these developments to keep pace with felt needs. 

Professors Fahr and Wilson demonstrate the responsiveness of the insurers, and 
the adaptability of the insurance device, to current needs. The recent extensions in 
the use of life insurance (and annuity) contracts—certainly not new in idea or 
design—to implement numerous business purchase agreements and employee pension 
plans, adequately indicate that neither the business nor the law of insurance has 
remained static. Both articles underscore an observation that the adaptation of the 
ordinarily “ready-to-wear” insurance contract to such uses requires a careful job of 
“custom tailoring.” 

The public’s most general impressions of the insurance business arise from two 
contacts: one at the time of buying and the other at the time for claims. That 
there should be a high degree of correspondence between the two impressions— 
between the protection one thinks he is buying and the protection one later discovers 
he got—may be the insurer’s most important public relations task.* In any event, 
it is the public’s most reasonable demand. Professor Hedges provides an excellent 
and broad picture of the progress that has been made by the property and casualty 
insurers in bringing about increasingly greater correspondence between protection 
bought and protection obtained—and between both of these and protection needed. 
He also points to several significant gaps that still remain. 

But another, and an intensely interesting, side of this problem of correlation lies 
wholly within the lawyer’s traditional domain. Professor Schultz’s observations on 
the special nature of the insurance contract indicate that the ordinary buyer’s naiveté 
about policy terms and their legal consequences has long received some tacit 
judicial recognition tending to award him the reality of what he bought. But the 
way lies open for more explicit recognition of the special insurance bargain, so as 
to take the matter out of the fortuitousness of litigational advocacy based upon 
chance, or even forced, “ambiguities.” Mr. Harnett takes up an area of insurance 
law—concealment—in which a historic departure from ordinary rules of contract law 
has produced traps for the unwary and rendered the insurance bargain less secure. 

“Consider Davis, What Is Your Fire Insurance Policy Worth? The Evils of the Standard Insurance 
Form, 36 A. B. A. J. 275 (1950). 
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A third legal area, in which insurance esoterics may leave gaps in the desired corre- 
lation between the bargain and the “protection,” concerns récoveries by owners of 
less than the whole interest in particular property—mortgagors and mortgagees, 
vendors and purchasers, landlords and tenants, bailors and bailees. Professor God- 
frey inquires whether the recoveries by these owners may be limited because of 
their limited ownership, whether what they recover will inure to the benefit of 
their co-owning opposite numbers, and whether multiple recoveries exceeding the 
whole value of the property insured may result. 

The closely similar, but distinct, legal problem of insurable interest in property 
was omitted from the discussion because of its thorough treatment elsewhere by two 
of our present contributors.° 

Drawing upon the notable work which Professor James has already done in the 
field of accident compensation,’ Mr. Thornton and he discuss the impact of in- 
surance on the law of torts. Our curious compound of doctrines of liability based 
upon fault and the device of liability insurance perform a function which might 
have been, and in the field of industrial accidents frequently is, performed by a 
system of social insurance. The admixture of the two elements of this compound 
has produced interesting results upon each, though they have been perhaps less 
dramatic on the tort liability side, and certainly inadequate to remedy the defects 
which the authors find still remaining. Professor Ehrenzweig proposes a novel 
doctrine for the tort liability side arising out of the insurance element in the com- 
pound. His article, addressed both to the civilians and the common lawyers, draws 
upon a principle of liability without fault which has a limited applicability in civil 
law systems, suggests extensions (and appropriate limitations) based upon the avail- 
ability of insurance, and presents indications that the common law is already antici- 
pating this development in particular instances. 

Professor Gardner’s approach to the cosmology of the law invites the interest of 
every lawyer willing to back off and contemplate from a distance the nature of 
things legal. Phenomena which are “familiar not only to lawyers but to all sorts 
of persons occupied with the world’s work” have made entirely too little impression 
upon the traditional, curriculum-indorsed division of the bases for legal liability 
into contract and tort. Restating these phenomena to the moulders of law school 
curricula in their own (that is, the lawyer’s) language, Professor Gardner then pro- 
poses revisions in legal theory which are necessary groundwork for practical solutions 
to some very puzzling, practical problems. 

The three contributions in the insurance and tort liability field point up the 
significance of the first word in the title of this symposium, “Private Insurance.” 


® Harnett and Thornton, Insurable Interest in Property: A Socio-Economic Reevaluation of a Legal 


Concept, 48 Cor. L. Rev. 1162 (1948). 

* See, e.g., James, Accident Liability Reconsidered: The Impact of Liability Insurance, 57 Yave L. J. 
549 (1948); James, Accident Liability: Some Wartime Developments, 55 Yae L. J. 365 (1946); James 
and Dickinson, Accident Proneness and Accident Law, 63 Harv. L. Rev. 769 (1950). See also Harry 
SHULMAN AND FLEMING JAMES, JR., CASES AND MATERIALS ON THE Law OF Torts 604-729 (1942). 
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There is a singleness in the compensation function performed by the compound of 
tort law and liability insurance that can be defeated by their diverse backgrounds 
and, in any event, demands the correction of the demonstrable inadequacies touched 
on by the authors. That the substitution of a social insurance program, modeled 
on workmen’s compensation experience, is a distinct possibility, Professor James 
and Mr. Thornton will not let us forget.’ That there are unexplored possibilities 
in the present compound, all four authors demonstrate. 

But the issue of accident compensation does not stand alone. Social risk-bearing 
in many forms has, during the past two decades, entered the field where private 
means might have been left to supply the need: national service life insurance, social 
security, RFC lending, the Federal Tort Claims Act, crop and mortgage insurance 
illustrate. Pressures for extension of social insurance into new fields—notably, 
medical and hospital care—are part of the current picture. The pressures suggest 
that there is at least relationship between the business of dealing with present in- 
adequacies in private insurance and these extensions of social risk bearing. This 
symposium is not a survey of the entire risk-bearing field (it does not, of course, 
even purport to be an exhaustive survey of currently significant private insurance 
developments); but our authors record, and have themselves made, significant con- 
tributions to the urgent problems of private insurance. In doing so, what they write 


is a real part of the larger picture. 
Joun: veJ. Pemberton, Jr. 


™ Compare Professor James’s remarks elsewhere on the growth of social insurance in the unemploy- 
ment and old age assistance field without corresponding growth in the accident liability field: “This 
fact may have been due in part to the greater ability and willingness of the courts to make so many 
more of the needed changes in this field than in providing for the vicissitudes of illness, old age, 
unemployment and the like.” See James, Accident Liability: Some Wartime Developments, 55 Yate L. J. 


365, 400 (1946). 














THE BUSINESS PURCHASE AGREEMENT AND 
LIFE INSURANCE 


SAMUEL M. Faur* 


For many years the death of one of the owners of a closely held business, whether 
sole proprietorship, partnership, or closed corporation, has posed for the survivors 
(and their lawyers) some of the most intricate and indeed apparently insoluble 
problems of law and business. The havoc that usually follows such a death is all 
too well known to those who have had to deal with one. 

I do not propose to deal in detail with the evils which live after businessmen, but 
a short summary of the more serious effects of the death of a sole proprietor, partner, 
or shareholder in a closed corporation will help to point up the problem. Almost 
invariably there isan exceedingly severe shrinkage in the realizable value of partner- 
ship assets; it may run as high as 75 per cent, and has been said to average close to 
50 per cent.’ It is just as true that the sale of shares of a closed corporation is almost 
certain to produce inequity, if not downright hardship; there is all too often great 
difficulty in realizing a price which will even pass muster with the probate court, 
and the sale of a majority interest lays surviving shareholders open to changes in 
control which may entirely alter their status vis-a-vis the corporation. The forced 
sale of the assets of the sole proprietorship likewise can hardly be hoped to produce 
even their book value. In addition, in the case of any business organization in which 
relatively few persons exercise direction and control, the good will section of the 
balance sheet may vanish entirely. On the other hand, when the taxing authorities 
value these same assets, they usually arrive at a figure far in excess of what can 
actually be secured for them.? But this is far from all. Income to the surviving 
widow ceases, and woe betide the executor who decides in his infinite compassion 
to run the business out of sympathy for her;* the surviving partner too is under a 
fiduciary duty* to wind up the business as quickly as possible,® unless there is an en- 
forceable agreement to the contrary. In the case of all three forms of business asso- 
ciation the delays caused by the passage through probate of the business assets 
or of the shares which represent an interest in the business add to the woes of all 
the parties concerned. In the case of the partnership and sole proprietorship all 
business continuity is likely to be lost. 

In brief, then, the death of a central figure in any one of the three forms of 


* A.B. 1940, LL.B. 1943 (1947), Harvard University. Assistant Professor of Law, University of Iowa. 
2 Epwin H. Wuite, Business INSURANCE 141-142 (1949). 

? Miller, When the Court Values Your Stock, Insurance Research and Review Service (1947). 

* Kick v. McCauley, Schwerzler v. McCauley, 118 N. J. Eq. 252, 178 Atl. 637 (1935). 

“Keyes v. Hurlbert, 43 Cal. App. 2d 497, 111 P. 2d 447 (1941). 

® UnrForM PartNersHip Act §33. 

* Id. §$37, 43- 
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business association which we are considering generally leads to delay, lack of 
liquidity, inexperienced new owners, uncertainty, and a host of other ills too 
numerous to mention here, although not necessarily unimportant for all of that.’ 

Naturally, estate planners, long before that impressive title was coined for them, 
were not backward in trying to smooth out transition upon death. Partnership agree- 
ments were drafted providing that the survivor should continue the business for a 
stated period. The sort of legal entanglements such a scheme entails, particularly 
with regard to creditors of the partnership, is vividly illustrated by the notorious 
case of Stewart v. Robinson® and its companion pieces.? In the case of closed 
corporations, fearful of the consequences which befell when informal plans for the 
continuation of a business were used,’® the estate planners drafted more formal 
plans, but all too often—despite care and legal counsel—with disastrous results.’ 
Many other schemes were tried,’* but were found to be more ingenious than work- 
able. 

For the average situation what is wanted is a scheme which leaves the decedent’s 
estate in the possession of cash in an amount which will be the fair equivalent of the 
decedent’s interest in the business, and which leaves the business to the survivors as 
free of unsettled claims and of the dislocating shocks caused by death as is humanly 
possible.’* If in addition to these minimum requirements, administration of estate 
and inheritance taxes can be made more satisfactory, the credit of the business can 
remain unimpaired, and other effects of death can be minimized or eliminated, that 
is all to the good. A suitable purchase agreement would accomplish most of this. 

The problem has been to raise the cash to finance the purchase. To fund it by 
annual deposits for the purpose was never easy, and modern taxes make it harder. 
Furthermore, in most cases the older member of the business will die first, and by 
an unhappy paradox he is the one most likely to be able to raise the money for the 
purchase. Finally, if a death occurs before there has been a chance to build up a 
fund, such a purchase agreement will probably fail. 

Another manner of financing the agreement is to use long term notes in pay- 
ment for a deceased businessman’s share. But such notes are hardly a substitute 
for full payment in cash, and may be hard to meet in the period following a death 
while the business is getting going under a change of management. 

™WHITE, op. cit. supra note 1, at 11-15, 130-152, 276-287; and see Haddad, Disposition of Business 


Interests, 1 Iti. L. Forum 115 (1949). 

‘Sr15 N. Y. 328, 22 N. E. 160 (1889). 

® Delameter v. Hepworth, 115 N. Y. 664, 22 N. E. 163 (1889); Butcher v. Hepworth, 115 N. Y. 
328, 22 N. E. 163 (1889). ; 

1° Gaines Bros. Co. v. Gaines, 176 Okla. 576, 56 P. 2d 869 (1936). 

111” re Block’s Will, 186 Misc. 945, 60 N. Y. S. 2d 639 (Surr. 1946). 

22 For good discussions of these schemes, see WHITE, op. cit. supra note 1, at 26-77, 144-170, 288- 
314. As to partnerships only, Forster, Legal, Tax, and Practical Problems Under Partnership Purchase 
and Sale Agreements Coupled With Life Insurance, 19 So. Catir. L. Rev. 1 (1945), is very good, pointing 
out limitations in many commonly employed devices. 

*® There may be circumstances in which they will want to wind up and begin again; or it may be 
desired to take a decedent's son into the business, etc. 











Tue Business PurcHase AGREEMENT AND Lire INSURANCE 321 


But since the problem to be solved at this point is the raising of a large sum of 
ready cash at death, the twentieth century mind at once thinks of life insurance. 
And in fact the modern solution to the dilemma is to couple the purchase of 
reciprocal life insurance policies on the lives of the business associates with a bind- 
ing agreement among them that at the death of any one of them his share shall 
pass to the survivors: what is known among the cognoscenti as a “Business Pur- 
chase Buy and Sell Agreement,” the subject of this article. 

The device is not new. A British author, writing in 1905, spoke of it as a 
“system ... in vogue for many years.”** In this country, after the turn of the cen- 
tury there has been a gathering momentum in its use, until today there is no doubt 
that the buy and sell agreement constitutes one of the heaviest pieces of ordnance in 
the arsenal of the life insurance producer.® Although the law reviews have so far 
pretty largely ignored the phenomenon,”* those lawyers and others who write for the 
“trade magazines” have not, and in recent years there has been a perfect spate of 
articles devoted to the discussion of life insurance and the buy and sell agreement. 
Every life underwriter is keenly aware of the opportunities for production in the 
field; but (Tell it not in Gath!) much conversation with both life insurance men 
and with lawyers has convinced me (and what is far worse, the underwriters) that 
the lawyers are very far indeed from that state of knowledge which is not a dangerous 
thing. However, it is also safe to say that since the need for understanding is there, 
and since there is obviously money in knowing how to meet the problems raised by 
the device we are considering, the lawyers will sooner or later adapt to it as they 
have to taxation and administrative law. It is the purpose of this article to explore 
the use of life insurance and the business purchase buy and sell agreement to see 
what are its potentialities, what are the forms it takes, and what are the dangers in 
the use of it to be avoided or at least skirted as well as may be. It is patent that 
all the issues (consider, for example, taxation) .cannot be treated exhaustively; rather 
I intend to survey the field and point out key problems and possible solutions to 
them. 

Let us begin by looking at the salient features of an “ideal” business purchase buy 
and sell agreement.’ After a clause or two of an explanatory nature, there is likely. 

24T, P. WANsBROUGH, THE CASE FOR PARTNERSHIP AssURANCE (London, 1905). Many of the most 
pressing problems of today are dealt with by this: author, 

*5 Life insurance companies do not find it profitable to keep track of the purposes for which insurance 
is purchased, consequently in estimating the importance of business purposes one has to proceed “‘by guess 
and by God.” However, many conversations with underwriters and insurance company executives lead 
to complete belief that a great deal of insurance is sold today with buy and sell agreements as the motiva- 
tion. A most interesting survey in the central Middle West was recently made under the auspices 
of the University of Illinois, and it certainly substantiates what has been said here. Rosertr I]. MEHR AND 
Hucu G. Wates, Business Lire INsuRANCE AND Its Economic APPLICATIONS (1950). , 

2° For instance, an excellent article. in the Yale Law Journal doesn’t mention insurance used to fund 
such agreements. See Fuller, Partnership Agr nts for Continuation of an Enterprise after the Death 


of a Partner, 50 YALE L. J. 202 (1940). 
27 Readers who are interested can procure sample forms from almost any life insurance company. 


These forms are exceedingly helpful in drafting. 
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to be a formal agreement on the part of each to sell at death to the survivors his 
share of the organization, on conditions to be detailed later; the survivors like- 
wise agree to buy such an interest on stated terms. There will follow a paragraph 
devoted to the method by which a decedent’s share will be valued at death so as to 
fix the price of purchase. After a recital of the insurance which has been taken out 
to finance the contract, beneficiaries of the policies are named, and the agreement as 
to how premium payments shall be made is set forth. There will be directions to the 
executors or administrators as to their duties vis-a-vis the estate of the deceased and 
the survivors in the business. The duties of the trustee, if one is to be beneficiary 
of the policy, will be outlined. Directions to surviving members of the organization 
as to payment of debts, etc., may be set forth. Provision will be made for amendment 
of the agreement, and for procedures to be followed in the event a member leaves 
the business before death. And numerous other terms and conditions to meet the 
thousand natural shocks that business is heir to will be included. I haven't space 
to consider all of them at this time. 

Then if the job has been well done, the death of any member of the company 
will see something like this happen. The beneficiary of the policy on the life of the 
decedent will almost immediately have cash for the estate; and this liquidity will 
also represent a fair value to all hands. The company, on the other hand, will 
continue to function almost without a jerk, which will satisfy the survivors and 
company creditors alike. The taxing authorities will get their fair share and no 
more. For all interested parties there will be a minimum of expense, uncertainty, 
inconvenience, and sacrifice. Everybody will be as happy as it is possible to be 
under the circumstances, and will bless the day the agreement was entered into."® 

But, alas, it isn’t so easy in practice. The drafting of such agreements is often 
exceedingly difficult, and involves a knowledge of insurance (both as to law and 
company practice), taxation, and draftsmanship, as well as an ability to foresee 
future pitfalls and changes and to provide for them. It is really a branch of estate 
planning,’® and in fact so little understood by many lawyers as to lead insurance 
men to be distrustful of the average attorney let loose in this field,” and to lead 
an acknowledged master of the art of estate planning to describe the situation as 
“disappointing.”*. One might almost say that the practitioner in this area must 
combine the best traits of Solomon and a legal version of Leonardo da Vinci. Let 
us see why. 

The first hurdle is to persuade the business associates to enter into such an 
agreement. But in practice all the evidence is to the effect that this is easy; business- 

»® At various points throughout his book, White points out the ideal solution and its many advan- 


tages. 
2°In Mayo A. SHatruck, AN Estate PLanner’s Hanpgook 58-65 (1948), the author devotes eight 


pages to a consideration of buy-sell agreements. 
*°'This conclusion is reluctantly reached following many conversations with life underwriters and 


attorneys. 
*1 SHATTUCK, Op. cit. supra note 19, at 64. 
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men are aware of the problem and so anxious to solve it they sometimes almost 
sell themselves. Allied with the need for selling the idea is the practical difficulty, 
happily for lawyers resting chiefly on the life underwriter (who in almost every 
case has nursed the situation along till legal advice is needed), of selling enough 
insurance to finance the purchase when death occurs. Obviously if the entire agreed 
price can be paid by way of insurance proceeds, the contract will be most easily per- 
formed. Failure to buy enough insurance is a common hindrance to many plans. 
At all events, although there doesn’t seem to be anything strictly unethical about 
the lawyer playing the role of part-time salesman here,”* this branch of the art of 
persuasion should be left to the life underwriter. If the parties will not or cannot 
buy enough insurance to finance the purchase, it is customary to use notes for the 
balance. This will be discussed in another connection below. 

A far more important problem, which is more “practical” than “legal,” is that 
of valuing the assets on the death of a member of the association. It will be recalled 
that one incentive. leading to the business purchase scheme was to assure that a fair 
price was paid for a decedent’s share of the business. It therefore follows that great 
care should be used to see that the clause dealing with valuation of a decedent’s 
interest to establish the price of transfer is fair and realistic. And change being in 
the nature of things, there certainly ought to be provision made for periodic re- 
appraisals of the value of the assets. Furthermore, the method chosen will influence 
federal estate taxation, as I shall discuss later. Failure to provide for a suitable 
means of valuation is catastrophic. Yet it sometimes happens. 

There are many different methods of valuing assets.** Since this sort of agree- 
ment is to be tailormade, it is well to remember that what will serve very well for 
one type of business may be unrealistic for another; for example, contrast a “service” 
partnership™ with a “trading” partnership.” 

It is hornbook accounting that when the book value of assets and the “fair” 
value or “market” value coincide you have the exception that proves the rule.” 
Therefore I think it is best categorically to rule out book value as the method of 
final valuation. 

A method of valuation very commonly used is to have the members of the busi- 
Ness association who are parties to the buy and sell contract periodically meet to 

*2It is not even inferentially treated in the American Bar Association Canons of Professional Ethics. 

**For a very complete discussion of valuation methods, see HucH C. Bickrorp, SuccessFuL Tax 
Practice (1950). Although primarily devoted to tax matters, this book contains exhaustive accounts 
of strengths and weaknesses of various systems used in the valuation of all sorts of property. Id. at 42-91. 

% Davis, Liquidation of Partnership Equities in Private Medical Clinics, 1 J. AMERICAN Soc’y oF 
CHARTERED LiFE UNDERWRITERS (1946), hereinafter referred to as C. L. U. J. The distinction between 
“trading” and “professional” or “service” partnerships may be a tyranny of labels, but it certainly exists 
in the language of many courts; obviously the distinction is between partnerships selling primarily 
goods, and those selling primarily services. 

*° Davis, Valuation of Business Interests, 2 C. L. U. J. (1946). 

#6 And even book value is far from as certain a quantum as some accountants would have one 


believe. If it must be used, for a short discussion of how it can be used fairly, see Gzorce J. Larkin, 
DeatH? Taxes, AND Your BusINEss 22-23 (1948). 
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thresh out a valuation for the assets. At first blush this seems a most practical way 
of achieving the desired result: all sides have their respective says (which, after all 
is the foundation of the “adversary” system of law),”* and it also sees to it that 
there is the needed periodic reappraisal. Experience shows that the catch in it 
is that the parties tend to forget to make the valuation at the prescribed intervals; 
thus it is perfectly possible that a 1950 death may be faced with a 1945 valuation. 
Wise draftsmen consequently provide for a buttressing method of final appraisal in 
case at death the most recent periodic valuation by the associates has been skipped. 
And the least that can be done is for the underwriter, or perhaps the lawyer, to 
maintain a “tickler” file to remind him to remind his clients of this matter. 

Another common device for measuring value is to provide for independent 
appraisal upon death. The estate appoints one appraiser, the survivor associates 
appoint another, and these two appoint a third. Or again, the agreement appoints 
supposedly independent appraisers, either by name or by office (e.g., “Whoever shall 
be president of the First National Bank,” etc.). It is desirable to include a formula 
to guide the appraisers; examples of formulas which are sometimes employed will 
be discussed below.?* Certainly at all events there ought to be explicit instructions 
for the valuation of uncollected items, contingent liabilities, and other items of an 
uncertain character, including the elusive item of good will. 

Formulas to be applied at death are very popular, and have the added virtue that 
they gladden the heart of the publicans”® and those who deal with them.*® Whatever 
formula or combination of formulas is used, it may be applied by the company’s 
own auditor or accountant, or by an outside accountant, subject, of course, to review 
by the estate and the survivors. The formulas available to choose from are myriad, 
but they fall into a few general categories. A common one is to set value at book 
value* plus the good will, the latter to be determined by an agreed formula. It 
cannot be overemphasized that it should be made clear that good will, and the 
formula to be used to evaluate it, are included.?* The formulas which seek to attrib- 
ute value to good will generally fix a specific percentage of average profits for a 
period of no less than five years and proceed to capitalize it at an agreed rate (often 
15 or 20 per cent). It is important that this sort of formula be re-examined from 
time to time, as fair rates for capitalization may vary in any business, and the per- 

*7 But cf. WHITE, op. cit. supra note 1, at 94. He fears a deadlock in the typical sole proprietorship 
case (wherein one or more employees will usually be party to the agreement). 

** Forster, supra note 12, at 25. 

#° 26 Cope Fep. Recs. §81.10(d) (Cum. Supp.) (valuation of property-interest in business). 

*° Bachrach, How to Value Property for Estate Tax Purposes, 86 J. AccouNTANICY 397 (1948). 

_™ To be determined, of course, from company books and records. It should be emphasized that 
even here there must be instructions to the appraiser as to proper allowances for bad debts and the 
many similar variables. And should such unrealized factors as asset appreciation be taken into account? 

*? As horrible examples of what happens when this is not done, particularly with respect to post- 
mortem income of a partnership, see Keyes v. Hurlbert, 43 Cal. App. 2d 497, 111 P. 2d 447 (1941), and 
Hull v. Cartledge, 18 App. Div. 54, 45 N. Y. Supp. 450 (2d Dep’t 1897). The issue was, were profits 


éarned after death to be held included in the valuation of the assets? See also Nelson, Some Reflections 
on the Value of Good Will, 2 C. L. U. J. 269 (1948). 
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centage attributable to good will likewise changes with the amount of profits and 
their sources. 

Or the parties may agree to capitalize earnings out and out, on any basis which 
seems fair to them. Such a valuation will, of course, include good will. This is a 
method familiar to accountants, and it may be that the parties will be satisfied with 
a capitalized value established by their own accountant. This method also has been 
fully described in many readily available authorities, which gives it added useful- 
ness.** There are a host of authorities which deal with application of capitalization 
to earnings,** but for our purposes the method actually used is not so important as 
that it be made clear what it is, and that there be provision for changes where 
circumstances make them advisable. 

It is too clear for argument that a permanently fixed value, to prevail come hell 
or a Republican President, will be as unsatisfactory a solution to the valuation prob- 
lem as could be devised. And it is hardly likely in these days that the parties will 
agree to accept the valuation of the federal or local taxing authorities. Besides, the 
defect in such plan is that there is considerable uncertainty and there may be a delay 
of up to at least 15 months in arriving at that figure,*° whereas one object of the en- 
tire purchase plan was to achieve certainty and expedite matters for all concerned. 
Where the agreement is in option-to-buy form (not recommended for tax reasons), 
the best bona fide offer received may be suitable.*® 

To sum up, then, the provisions as to valuation are vital to the success of the 
plan for purchase. They must be fair and they must be clear. In addition they 
should be re-examined periodically. To carry them out it is necessary that the 
company keep adequate books, so that the appraisers, whoever they may be and 
whatever the method they must follow, may have access to accurate and complete 
information. This last requirement, as a matter of fact, has proved in some cases 
to be a very useful by-product of the agreement, particularly in smaller businesses. 

Far more important and difficult of solution than the valuation problem is the 
matter of who shall be beneficiaries of the policies.** On this choice hang many tax 
consequences, issues involving the rights of creditors, and other vital matters. One 
reason for the difficulty is that in the choice of a beneficiary two important prin- 
ciples are often at war: the interest in the smoothest possible functioning of the 
plan, and the interest of each member of the business in question in taking advan- 
tage of the settlement options common to life insurance. It has been stated that 


*8 For example, see 2 RANDOLPH E. Pau, Feperat Estate AND GIFT TAXATION 1290-1293 (1942), 
784 (1946 Supp.). 

** Among them, Sprecher, The Valuation of Stock in a Closely-Held Corporation for Federal Gift and 
Estate Tax Purposes, 31 Ky. L. J. 325 (1943); Epwarp N. PorisHer, Esrare PLANNING AND Estate Tax 
Savinc 307 (2d ed. 1948). 

*S Int. Rev. Cope §822(a)(1). 

*° Currie, Buy and Sell Agreements With Respect to Corporate and Partnership Interests, [1950] Wis. 
L. REv. 12, 19. 

®7 Deane C. Davis, Lire INsuRANCE AND Business PurcHasE AGREEMENTS 3 (1948). This short 
publication of the National Life Insurance Company of Vermont is very clear and useful. 
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“business liquidation is the primary goal,” and that the use of the options is a 
“by-product.”® No doubt that is perfectly true, but not every client is as reasonable 
as “thee and me.” There are two reasons why many persons are tempted to think 
that it is desirable to subordinate complete liquidity to the familial interest: a desire 
to avoid probate, and the fear, justified in some cases, that it may be impossible to 
take advantage of the settlement options unless they are elected inter vivos by the 
named insured himself. How nice it would be, thinks the prospect, to by-pass the 
courts and have the policy I am about to take out double as a liquidator and an 
addition to my personal insurance program.*® These arguments are not at all un- 
reasonable, and must be treated seriously. It will be helpful in this part of the 
discussion to treat each of the three forms of business organization separately, since 
the same conclusions as to choice of beneficiaries do not apply equally to all of them. 

In the case of the sole proprietorship, the buy and sell agreement is likely to be 
between the owner and one or more of his employees, since generally they will be 
the only persons capable of taking over his business and making a success of it.* 
Assume that horrible examples have been cited,** and a purchase agreement de- 
cided on—who shall be beneficiary of the insurance? One immediate choice would 
be the trusty employee who stands certain to take over. Not only is this simple, 
but it has the added merit of putting each side—the estate of the decedent and 
the purchasing employee—in a position where it has one important trump card—the 
insurance proceeds versus the business assets in the hands of .the executor. When 
each side has what the other needs you are likely to see prompt performance of the 
contract. 

This same approach suggests that the decedent’s estate is a poor choice as 
beneficiary of the insurance, since to let the executor get control of both the title to 
the decedent’s business assets and the life insurance puts the executor in a position in 
which it would tax an angel to avoid using the leverage thus created. The courts 
will enforce the agreement,*” but there is plenty of scope for harassing and delaying 

$8. M. Huebner, Business Liquidation Insurance and Optional Settlements, in Tue BENEFICIARY IN 


Lire InsurRANCE 182 (1948). 

*° This idea may be particularly potent where the insured is comparatively young. Often he can’t 
afford to pay these premiums and support a very large personal life insurance program, and he is 
likely to regard the buy-sell scheme as a case of reciprocal insurance (though not, let us hope, in the 
same sense as it was held reciprocal in Lehman v. Comm’r, 109 F. 2d 99 (2d Cir.), cert. denied, 310 
U. S. 637 (1940)) to be coordinated with his personal insurance plans. He will also have justifiable 
concern about his future insurability. And see Hirst, Business Lire InsurANCE AND OTHER Topics 12 
(1949). Haddad, supra note 7, at 116-117, suggests that raising salaries to meet the cost of premiums 
on the insurance may result in a net tax saving; but isn’t this “indirect payment” of premiums? Inr. 
Rev. Cope §811(g)(2)(A). 

“° Perhaps the lawyer, in the case of the sole proprietorship, ought to urge formation of a partnership 
or incorporation. The drawing of a buy-sell agreement gives a good chance for thorough review of the 
entire business set-up. 

“ As to this, see Conant v. Blount, 141 Fla. 27, 92 So. 481 (1939); and see Jacob, Trusts for 
Continuing a Decedent's Business, 18 lowa L. Rev. 43, 44-45 (1932). 

**I can find no cases so holding, but from partnership cases to be cited below it is perfectly clear 


that they will do so. 
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tactics. And despite benevolent statutes, there is always a danger that the creditors 
of the deceased proprietor may levy on the proceeds of the policy.“* And there is a 
risk of added estate taxation.** Finally, there is grave danger that this will result 
in exclusion of insurance proceeds from the buyer’s cost basis on his sale of company 
assets acquired by way of the purchase and sale agreement.*® 

But I haven’t yet dealt with the temptation to integrate the insurance proceeds 
with the decedent’s private insurance program, by making the policy payable to the 
proprietor’s widow (or other family beneficiary) so as to take advantage of the 
settlement options. Certainly it is tempting to do so, both in a small estate, where 
testamentary trusts are not feasible, and in a larger estate, where there may be federal 
income tax advantages to doing so if the widow’s tax bracket is high enough.*® 
And insurance salesmen are loath to desert one of their finest selling points. Never- 
theless, it is well to resist naming the widow as beneficiary. For one thing, here 
again there may be unforeseen tax consequences for the buyer in that the insurance 
proceeds may be excluded from his cost basis of the assets purchased under the 
agreement.** Furthermore, although no cases have been found treating of the 
problem, it would not be unreasonable for a court to treat the transaction as in fraud 
of creditors, for whereas the decedent was just before death possessed of considerable 
assets, now by virtue of the agreement the assets must be conveyed to the surviving 
purchaser, and yet the proceeds of the sale by-pass the estate and go directly to the 
widow. This is a risk’ it is better to avoid.** Besides, this beneficiary designation 
loses that nice balance of power spoken of above, for here the wife gets the in- 
surance proceeds, and the executor has the duty of conveying the assets to the pur- 
chaser. All these objections lead one to the conclusion that there are definite risks 
in treating the business purchase proceeds as part of the personal program of the 
proprietor. Certainly a careful adviser ought to lay these probable disadvantages 
before the parties so they may look before they leap. 

One final beneficiary designation is to use a corporate trustee as beneficiary, 
making him a party to the agreement. This has several advantages. The trustee 
can hold the policies, thus obviating assignment of them or other misuses. He can 

“* See generally, Spencer, Rights of Creditors in Life Insurance, in THe BENEFICIARY IN LIFE INSURANCE 


esp. 39-107 (1940). 

“* For a hint of this, see Estate of John T. Mitchell, 37 B. T. A. 1 (1938). 

** Legallet v. Comm’r, 41 B. T. A. 294 (1940). 

“* For example, if she is in a 50 per cent tax bracket, there may be tax economy under 26 Cope Fen. 
Recs. §29.22(B)(1)-1 (Cum. Supp.) (exemptions, exclusions from gross income) as amended by 26 
Cove Fep. Recs. §29.22(B)(1)-1 (Cum. Supp. 1946), and Comm’r v. Pierce, 146 F. 2d 388 (2d Cir. 
1944). But since these will usually be, even in the sole proprietorship agreement, insurance on the lives 
both of the proprietor and a key employee (who is the proprietor’s opposite party in the agreement), 
this may boomerang; the Commissioner may argue that this is as reciprocal as the Lehman case, 
supra note 39; else why should the survivor select the decedent’s widow as beneficiary? 

*7 See note 45 supra. 

“* See Murphy v. Murphy, 217 Mass. 233, 104 N. E. 466 (1914), in which the court indicated it 
would be alert to detect a fraud on creditors. Also the decedent’s next of kin might claim the proceeds, 
alleging that they represent the business assets and hence should be treated as part of the estate. Forster, 


supra note 12, at 6. 
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supervise payment of the premiums. When death occurs, he collects the proceeds 
of the policies he holds, and sees that they reach the proper hands only after arrange- 
ments have been made to transfer the business assets in accordance with the agree- 
ment, including all the necessary transfer documents, such as deeds, assignments of 
accounts receivable, etc. There is thus provided a sort of referee who, being im- 
partial, will see to it that there is as little friction as possible. Against the use of a 
trustee several arguments are made. In the case of small businesses—and sole 
proprietorships tend to be small—the cost may discourage the parties. This objection 
may be insuperable. But in businesses of any size whatever, it will pay the planner 
to investigate, for there is a very good chance that trustee fees for this sort of trust 
will be considerably smaller than those for trusts imposing continuous active duties. 
While the parties are alive this trustee’s job is very easy, and consequently there is 
no reason to charge the fees required where active management is involved.*® 
A further objection is that by using a trustee all chance of taking advantage of the 
settlement options is lost. But that “ain’t necessarily so.” A survey of insurance 
companies made in 1945 showed that the majority of twenty-one leading companies 
were willing to allow a corporate trustee to select options, and there is reason to be- 
lieve that the tendency of company practice is all in that direction.” There are thus 
likely to be real advantages in the use of a trustee, and few disadvantages, unless cost 
is out of proportion to the size of the business. The future should see wider use of 
corporate trustees as beneficiaries of such policies as the virtues of such a designation 
become more widely known. 

In the consideration of beneficiary designations for a partnership agreement, many 
of the arguments discussed when dealing with the sole proprietorship apply. “Let 
us consider first the situation in which the surviving partner ‘is beneficiary of the 
policy of the decedent. There is very little doubt that a majority of states will hold 
the buy and sell contract valid and specifically enforceable.®! But there are practical 


“°Out of nineteen middle western trust companies with whom the question of fees charged for 
administering trusts in business purchase buy and sell agreements was discussed by the author, nine 
stated positively that they charged materially less net fees for the administering of such trusts, five said they 
believed lower charges would be fair, and only three of the rest stated categorically that they would not 
lower their fees for such trusts. 

5° Forster, supra note 12, at 23 n. 80. There is a good deal of variation from company to company 
with respect to granting option selection privileges to trustees. Customarily they require that the 
selection be made within a definite period, but that should not be onerous. Certainly they are getting 
more friendly to persons anxious to get the privilege extended to trustees. 

5 That the agreement is valid in general, see Note, 73 A. L. R. 983 (1931); and 40 Am. Jur, 
Partnerships §347 (1942). That it is a binding contract, see McKinnon v. McKinnon, 56 Fed. 409 (8th 
Cir. 1893); First National Bank of Rome v.: Howell, 195 Ga. 72, 23 S. E. 2d 415 (1942); Ireland-v. 
Lester, 298 Mich. 154, 298 N. W. 488 (1941); Kavanaugh v. Johnson, 290 Mass. 587, 195 N. E. 797 
(1935). That it is nontestamentary, see Ireland v. Lester, supra; Coe v. Winchester, 43 Ariz. 500, 33 
P. 2d 286 (1934) (community property state, held, insured had right to sell his interest in the partner- 
ship. He must have been a selling challenge; in a letter he referred to “Those Kansas City life 
grafters”). But cf. Ferrara v. Russo, 4o R. I. 533, 102 Atl. 86, L. R. A. (N. s.) 1918B, 905 (1917), 
nullified by General Laws of R. I. c. 428, §10 (1938). Kavanaugh v. Johnson, supra, also holds that 
the relationship between the amount of the insurance and the value of decedent’s share in the business 


is immaterial. 
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disadvantages to this arrangement.” Once again an unfavorable balance of power 
is created: the survivor has control of both the firm assets and the proceeds of the 
policy. Quite apart from any imputations of malice or dishonesty, this exposes the 
decedent’s estate to the hazards run by the survivor, such as death, personal financial 
troubles, and the like. Nor is it at all likely that the settlement options can be made 
eventually available to the widow under this arrangement. Firm creditors will be 
sorely tempted to reach the proceeds, and the least they can do is to make trouble 
and delay. Thus, though this beneficiary designation has been called “logical,”** 
it is not entirely satisfactory. 

The laudable desire to by-pass probate and to take advantage of the settlement 
options has led many to make the decedent’s widow the beneficiary. Cases uphold- 
ing such arrangements have been careful to stress that there were no creditors of the 
estate pressing claims to the proceeds or the firm assets;°* by implication it would 
seem that there is danger that if such creditors should enter the picture the entire 
scheme would be in jeopardy.” This would be particularly true if the purchase 
price was strikingly inadequate. There would be similar danger if the survivor 
was the beneficiary of the policy; a fortiori the danger would exist where both were 
true. There would be a serious risk that creditors or the next of kin of the deceased 
partner could, and possibly should, upset the agreement. There are no cases on this 
point. Implications of the Legallet case™® raise tax issues better avoided. There 
may be unnecessary estate tax problems.™7 

To make the partnership itself the beneficiary seems inexcusable. There is no 
chance of employing settlement options on behalf of the widow under these cir- 
cumstances. The proceeds become partnership assets, subject to all sorts of claims 
and delays. There is a distinct possibility that the proceeds, swelling the firm assets, 
will be taken into account in determining the decedent’s federal estate tax liability,* 
thus allowing his estate the benefit of taxation without representation. And the 
death of a partner ordinarily dissolves the partnership. 

There remains the possibility of employing a corporate trustee as beneficiary of 
the insurance policies. This seems by all odds the best solution for most situations. 
Where the trustee holds the policies, collects the insurance, and in general oversees 
as a neutral the working out of the agreement at death, all parties are likely to get 
fair play. The use of a trustee creates a balance of power, is not unduly expensive, 
as aforesaid (particularly if smoothness of operation of the plan is valuable), and 
the trustee can in most instances select settlement options as needed. By holding 
the ownership rights in the policies, the trustee obviates the danger that there will 

52 Off, Beneficiary Problems of Non-Trustee Partnership Insurance Agreements, 14 Temp. L. Q. 490, 
493 (1940). 

53 WuiTE, op. cit supra note 1, at 215. 

5 E.g., Murphy v. Murphy, 217 Mass. 233, 104 N. E. 446 (1914). 

55 Davis, op. cit. supra note 37, at 8, 9. 56 41 B. T. A. 294 (1940). 


5" Dobrzensky v. Comm’r, 34 B. T. A. 305 (1936). 
58 Int. Rev. Cope §811(a). See note 62 infra. 
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be abuse of such rights. When death occurs, the agreement can give the trustee 
extensive powers of supervision of the working out of the plan and contract, in- 
cluding valuation of the assets, and transfer of them to the survivor simultaneously 
with delivery of the proceeds of the policy. It will be advisable to provide arrange- 
ments in the buy and sell agreement itself for transfer of partnership real property 
to the trustee, so that when the agreement is consummated the trustee can convey 
the realty to the survivor as both legal and equitable titleholder. (This is a matter 
on which the forms furnished by many insurance companies are deficient.) All 
things considered, a competent corporate trustee is the best possible beneficiary. 

In some respects at least, the selection of a beneficiary in the case of a closely held 
corporation is not so difficult as in the other two forms of business association. For 
example, the shares of stock of themselves represent the decedent’s interest; there 
are not the same complex problems of property transfer that may occur in the case of a 
partnership. But there are difficulties all the same. 

One solution to the beneficiary problem is to name the surviving shareholders. 
This has the merit of balancing their bargaining power—the possession of the in- 
surance proceeds—against that of the estate—the possession of the shares. There is 
not the same chance for harassment by creditors in the case of a corporation that 
there is in a partnership, since the corporate creditors normally aren’t given rights 
against the shareholders personally. The proceeds will probably be included in the 
cost basis of the survivors, thus eliminating the problems of the Legallet case. There 
is very little chance that the transfer will be declared in fraud of the survivor's 
creditors, although the possibility exists where there is a serious disproportion be- 
tween the “value” of the interest in the shares acquired and the price. On the other 
hand, the chance to use settlement options is lost. This is the solution employed 
in many business purchase agreements. 

The decedent’s estate is often suggested as beneficiary. It is not very satisfactory, 
for some of the same reasons that rendered the estate an undesirable beneficiary in 
the case of the sole proprietorship. There is the failure to create a balance of power; 
the estate temporarily controls both the shares of the deceased and the life insurance 
proceeds. And this arrangement exposes the insurance proceeds to attacks by the 
decedent’s creditors; they may be beaten off, but they will be tempted. There will 
be no chance to employ beneficial settlement options. There may be controversy over 
the amount of decedent’s estate taxes, in that the Treasury may attempt to tax both 
the value of the shares and of the proceeds in the estate.©* Although the attempt will 
usually fail, the chance of it should be avoided. 

To make the widow of the decedent the beneficiary suffers from the same defects 
in a corporation situation as it did in the case of the partnership, although because 

** Estate of John T. Mitchell v. Comm’r, 37 B. T. A. 1 (1938). This attempt on the part of 


the Commissioner failed. See Deputy Commissioner Bliss’s Memo of November 24, 1947, reported in 
CCH 1948 Fen. Estate anp Girt Tax Rep. 46012. 
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of the nature of the property interest, z.e., shares of stock, the defects may be some- 
what less severe. 

Very frequently the corporation itself is named as beneficiary. This is sometimes 
called a “stock retirement” plan.** It is more workable in the case of a corporation 
than it was in the partnership case to name the business association beneficiary; the 
corporation is immortal, comparatively speaking, and the shareholders own certifi- 
cates of stock and not firm assets. But the insurance proceeds in this case enhance 
the decedent’s interest in the company and thus swell his estate tax unnecessarily.” 
And there are further limitations on this beneficiary designation which have led at 
least one writer to dub the agreement useful but unenforceable.® It is particularly 
useful in the case where there are more than a few shareholders, for in that case the 
buy and sell contract may become highly complex and cumbersome. For example, 
under a buy-sell agreement there is a chance that proportionate interests in the corpo- 
ration may be upset by a death, owing to inability on the part of some shareholders 
to buy enough of the dead man’s stock to maintain their relative position.** This 
is not true in the “stock retirement” case. It may, however, be unenforceable be- 
cause the corporation may not have the power to buy its own stock. The so-called 
“American Rule” restricts such purchases to funds supplied out of surplus, but 
“surplus” is as roguish as Equity ever thought of being.®* What kind of surplus? 
Do paid-in surplus, or.a revaluation surplus qualify? Will the same rules which 
apply to the declaration of dividends (weak enough to be sure) also apply to retire- 
ment of corporate stock? Is the case of paid-in surplus used to retire a discount 
on other stock a good analogy? These and other questions as to the nature of the 
surplus available have not been answered by the courts.°* Even if “surplus” exists, 
may a corporation retire its own stock when arrearages exist as to preferred stock ?® 
Furthermore, in some states the purchase of its own stock by a corporation is entirely 


®° Davis, op. cit. supra note 37, at 8. 

®2 LAIKIN, op. cit. supra note 26, at 13-21, discusses the merits of “stock retirement” and “buy-sell” 
plans and compares them. 

°? Newell v. Comm’r, 66 F. 2d 102 (7th Cir. 1933); Estate of W. A. Blair, 4 B. T. A. 959 (1926). 

*8 Williams, 4 Useful, Unenforceable Contract, 3 C. L. U. J. 325 (1949). The title, however, is 
misleading. What Mr. Williams means is that the contract is unenforceable if. ... And he confines 
himself to New York cases. 

** This is especially likely to be true where life insurance has been unavailable for some members 
of the corporation and so some must purchase from personal funds. The plan may function more 
equitably if the corporation is obligated to make the purchase in such a case. 

®*5 See generally, 6A WittiaM M. FLETCHER, Corporations §2845 (1950); Henry W. BALLANTINE, 
Corporations §256a et seq. (rev. ed. 1946). See also Dodd, Purchase and Redemption by a Corpora- 
tion of Its Own Shares, 89 U. or Pa. L. Rev. 697 (1941), and Levy, Purchase by a Corporation of Its 
Own Stock, 15 Minn. L. Rev. 1 (1930). 

°° BALLANTINE, OP. cit. supra note 65, at 604. 

®7 See, e.g., Randall v. Bailey, 23 N. Y.S. 2d 173 (1940), aff'd, 288 N. Y. 280, 43 N. E. 2d 43 (1942), 
noted in 54 Harv. L. Rev. 505 (1940). And see Note, 56 Harv. L. Rev. 645 (1943). 

°° There certainly is a trend in the courts to limit the uses to which the various kinds of “surplus” 
may be put. But this form of accounting sophistication is moving into the courts with all the anima- 
tion of a glacier. 

®° Note, 14 U. or Cut. L. Rev. 66 (1946). 
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forbidden by statute,’ or at least hedged about with many statutory restrictions.” 
Besides all this, can it be predicted, even in a “liberal” state, that when the next 
shareholder dies there will be a surplus available even in the soundest company? 
Some decisions have gone further and held stock purchase plans are unenforceable 
as lacking in consideration, since they are exposed to the possibility that at that 
time they may be impossible to perform for lack of surplus;’? but these cases have 
been limited by later ones.”* Will building up of reserves under the policies fall afoul 
of Section 102 of the Internal Revenue Code, as being unreasonable accumulations of 
surplus?* Finally, will the survivors find that they are paying a heavier capital 
gains tax on eventual sale of their shares because the insurance proceeds are not 
included in the cost basis of their stock?“ The fact that these questions can be 
asked but not satisfactorily answered, indicates that perhaps a wise planner will 
think carefully before naming the corporation beneficiary. In fact, however, this is 
a very common designation. 

There remains for consideration the naming of a corporate trustee as beneficiary. 
As aforesaid, this is not expensive, affords impartial supervision of the working out 
of the plan, and generally allows selection of settlement options. There is no Section 
102 problem. If desired it can be provided that the trustee shall have authority to 
pay sufficient funds over to the executor or administrator in case the decedent’s 
personal estate is insufficient to meet his debts. This seems the best solution in most 
cases, and in fact is being increasingly adopted. 

Closely allied to the question of who shall be beneficiary of the policy is the 
question of who shall apply for and control the policy till death occurs. This involves 
payment of premiums, and control of all the incidents of ownership. A rule of 
thumb often employed is that the beneficiary should pay the premiums and that 
control should be in the person who pays the premiums. The problems are both 
practical and legal; among the legal problems those of taxation predominate. 

For a number of reasons the insured should not apply for the policy. In order to 
separate control of the policy from control of the stock whose later purchase it is 
to finance, the insured if he has applied for the policy will have to assign the policy 
to the trustee, other partner, corporation, or whoever is finally to control it. This 
involves a possibility of taxation at death to the latter as a “transferee for value.”*® 

7 Note, 30 Mara. L. Rev. 138 (1946). 

™ E.g., Ky. Rev. Stat. §271.120 (1942). 

*2 Topken, Loring and Schwartz v. Schwartz, 249 N. Y. 206, 163 N. E. 735 (1928). 

*® Greater New York Carpet House v. Herschmann, 258 App. Div. 649, 17 N. Y. S. 2d 483 (3d 
Dep't 1940); Steinbugler v. Atwater and Co., 289 N. Y. 816, 47 N. E. 2d 432 (1943). 

“The fact that the corporation could accumulate the surplus, by way of the reserve values on the 


policies, arguably means the surplus was unnecessary in the business. Much will hinge on who really 
paid the premiums. Cf. General Smelting Co., 4 T. C. 313 (1944) (involving “credit” and “key-man” 


insurance). 

Int. Rev. Cope §115(c). Raum, Stock Purchase Agreements Among Stockholders of Close Corpo- 
rations in New York UNIversity EicHtH ANNUAL INSTITUTE ON FEDERAL TAXATION 702-706 (1950). As 
to the problem of the shareholder who withdraws, see John Bridge, 7 T. C. M. 249 (1948). 

*°Int. Rev. Cope §22(b)(2). Where the insurance is written first, followed immediately by the 
buy-sell agreement and the assignment of the policy, the “transfer for value” is purely formal. 
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The case is likely to arise where the salesman has sold first and helped consummate 
the purchase agreement afterward—a not unnatural phenomenon. 

Nor should the insured have any sort of control over the policy. From a practical 
standpoint this exposes him to a temptation to borrow on the policy or even perhaps 
to cash it in. What has he got to lose? 

As to the problem of taxes, control in the insured raises the specter of having the 
insurance included in the gross estate of the insured together with his interest in the 
business."* This double taxation is at present unnecessary. Furthermore, if that 
was done some of the reasoning in the Legallet case might be applied so as to lower 
survivor's cost basis by the amount of the insurance proceeds, although without all 
the incidents of ownership present in that case it must be admitted that this is not 
a necessary result. 

Certainly the best and simplest procedure is to have the beneficiary apply for the 
insurance initially and control it thereafter. As has briefly been shown, and as will 
be developed more fully later, this minimizes taxation and leaves control in the 
party least likely to abuse it. It is far less likely that one will try to realize on such 
a policy when one knows that the acquisition of another’s interest depends on having 
the full face value of the policy. Nevertheless, it is sometimes a part of the buy and 
sell agreement to include a provision that the beneficiary who controls the policy 
must give notice to all other members of the group, of any intention to exercise any 
of the incidents of ownership, or to provide for a penalty in case any member, at 
the death of another member of the group, cannot meet the terms of sale.”* 

As to payment of the premiums, it will be remembered the rule of thumb 
was that the person who controlled the policy should pay the premiums. He should 
be expected to pay for what he expects to use to buy out a decedent’s interest, on 
general principles. After all it is a purchase, not a gift, transaction. Furthermore, 
caeteris paribus, it is inequitable for a sixty year old man to pay premiums on him- 
self when the other party is only thirty-five or forty; mortality expectations and un- 
equal premium requirements should serve to eliminate such an arrangement. 

If the insured himself pays the premiums, the plain language of Section 811 (g) 
makes a very strong case for including in the gross estate not only the business 
interest but also the proceeds of the life insurance.” Although there are cases which 
point away from this form of double taxation,® they all date from before the Rev- 
enue Act of 1942, which included in the gross estate, among other things, insurance 
on which the decedent paid premiums or possessed incidents of ownership. Thus 
there is grave doubt whether those cases are law today, and in any case they are only 


Int. Rev. Cope §811(g)(2)B. As to this sort of “double taxation” see Hilgedag, Life Insurance 
Planning for Estate and Gift Taxes in NEw YorK University FirrH ANNUAL INSTITUTE ON FEDERAL 


TAXATION 25, 41 (1947). 
™ Lawther, Some Problems in Business Purchase Agreements in Business PurcHASE AGREEMENTS 7 


(1946). 

7°26 Cope Fep. Recs. §81.27 (Cum. Supp.) (insurance receivable by other beneficiaries). 

®° Estate of John T. Mitchell v. Comm’r, 37 B. T. A. 1 (1938); Dobrzensky v. Comm’r, 34 B. T. A. 
305 (1936); Boston Safe Deposit and Trust Co. v. Comm’r, 30 B. T. A. 679 (1934). 








334 Law anp ConTEMPORARY PROBLEMS 


decisions of the Board of Tax Appeals. No conscientious adviser should permit the 
risk of such needless double taxation.* Nor need he, for there seems to be no reason 
for having the insured pay the premiums directly. 

By the same token, payment of the premiums by the business organization is 
highly risky. In the case of a partnership particularly, if it pays premiums and 
charges each partner with the premiums on his policy, pretty clearly he has paid the 
premiums “indirectly.”*? But if no such allocation is made and the total of all 
premium payments is charged as a partnership expense, then any given partner can 
be construed to have made only a pro rata payment of premiums on his own life. 
Yet in the light of the plain language of the Code, why should that matter? Pretty 
plainly he has paid for the insurance on his own life in either case, and regardless 
of “fairness” the insurance proceeds ought to be included in his own gross estate. 
As has been stated, this is an “unhappy consequence”®* but one which it will take an 
exceedingly able argument to avoid.** Therefore, avoid company payment of 
premiums, at least in the case of the partnership and sole proprietorship. Even in 
the case of the closed corporation, where control centers in a few, the same rationale 
may very well be applied.® 

There is even a chance that where the individual members own the policies on the 
others and pay no premiums on policies covering their own lives, there may be con- 
troversy over indirect payment. Apparently relying on Lehman v. Commissioner, 
the Bureau at first stated informally that where partners paid premiums on each 
others’ lives they would be held to have paid premiums on their lives indirectly. But 
the Lehman case was obviously a tax dodge and a phony, and the Bureau finally re- 
treated at least part way*’ so that today it is a fairly safe bet that where there is a 
legitimate business purchase agreement of the sort we are talking about there will 
be no allegation of indirect payments so long as the members of the group: pay 
premiums on each others’ lives from personal funds. Nor should there be any 
such allegation, in the light of the purpose of Section 811(g)(2)(A).°° However, 
to date, the matter has not been settled by any reported cases. 

Where a trustee is utilized as owner of the policy, it would seem that it is equally 

ey PAUL, op. cit. supra note 33, §§10.34-10.39; 2 JacoB RABKIN AND Mark H. JoHNson, FEDERAL 


IncoME, Girt AND EsraTE TaxaTION 3713 (1944). See Matthews, Estate Tax Consequences of Agree- 
ments for the Sale of a Partnership Interest Effective at the Partner’s Death, 26 Tex. L. Rev. 729, 742 et 
seq. (1948). 

*2Inr. Rev. Cope §811(g)(2)(A). 

®8 Bowe, Life Insurance, The Forbidden Fruit, 2 Vanv. L. Rev. 213, 225 (1949). 

** What of H. R. Rep. No. 2333, 77th Cong., 2d Sess. 162 (1942); Sen. Rep. No. 1631, 77th Cong., 
2d Sess. 235 (1942): “This provision is intended to prevent avoidance of the estate tax and should 
be construed in accordance with this objective.” 

*5 Foosaner, When Are Life Insurance Premiums Paid Indirectly?, 1 C. L. U. J. 369 (1947). That this 
may be considered indirect payment of premiums only in the case of great corporate control by decedent, 
see 1 PAUL, op. cit. supra note 33, §10.36 (1946 Supp.), and see 26 Cope Fep. Recs. §81.27 (Cum. 
Supp.) (insurance receivable by other beneficiaries): “A decedent similarly pays the premiums or other 
considerations if payment is made by a corporation which is his alter ego. . . .” 

®© See note 39 supra. ®7 See note 59 supra. 

*€ See note 82 supra. Of course any intra-family arrangement will invite suspicion. 
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important to avoid any suspicion of indirect payment. It is certain that the tax 
authorities and the courts will look through the formal to the substantial, and con- 
sequently, however the payments are made, the test employed is bound to be to 
consider the ultimate source of premiums. There is nothing to be gained by trying 
to insulate the parties behind a trustee. 

Sometimes premiums are pooled, with each paying an equal share, or sometimes 
paying a share based on proportionate interests. Clearly, if interests are equal, and 
premiums are pooled so that payments are equal, the older member of the group is 
paying more than he should. Or if interests are unequal a similar disproportion is 
obtained. Only in the freak situation where interests and ages are equal can a fair 
result be predicted for all parties. Some of the inequitable consequences of pooling 
can be rectified by giving a decedent’s estate a pro rata share of the cash values of 
all policies as such values stood at the date of death,®® but that seems to introduce 
new complications in a situation already complex enough. 

To sum up, then, ideally the best arrangement would be to name a corporate 
trustee beneficiary, have it apply for and own the policies, and avoid all possible 
indirect payment of premiums. 

When a death occurs, the estate of the decedent will own rights in policies writ- 
ten on the lives of survivors. These interests ought to be taxed as part of the de- 
cedent’s gross estate.” In any event, it is customary in buy and sell agreements to 
provide that survivors shall have an option to buy from the estate within a stated 
period after a death the policies on their respective lives, paying therefor usually the 
cash surrender value of such policies and crediting the decedent’s estate with its 
share of such values created by decedent’s premium payments. This is often a very 
beneficial arrangement for the survivors, for frequently they have become uninsur- 
able, and certainly they would probably be unable to get new policies then at such 
favorable rates.°' There is of course a “transfer for value,”®” but experience shows 
that this is no deterrent and that the survivors are only too happy to pick up the 
policies. 

So far as the tax aspects of business purchase agreements are concerned, it is 
obvious that no article as short as this one could begin to do them all justice. The 
law reviews, and journals devoted to tax matters and insurance are full of discussion 
of many facets of possible tax problems. Some tax matters have been treated through- 
out this article as they arose, often, it must be admitted, in summary fashion. But 
I believe some attention should be given to two major issues of a tax nature: the 
question of the binding effect of the valuation provisions of the purchase on valua- 
tion for federal estate tax purposes, and the problems of the Legallet case.** 

It is very common to hear life underwriters state, as one selling feature of a buy 


8° WuiTE, op. cit. supra note 1, at 213-214, 341-342. 

INT. Rev. Cope §811(a). This problem is well treated in Note, 48 Cor. L. Rev. 450, 454-455 
(1948). 

*! WHITE, op. cit. stipra note 1, at 355-356; LAWTHER, op. cit. supra note 78, at 14. 

*2 Int. Rev. Cope §22(b)(2). °3 41 B. T: A. 294 (1940). 
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and sell agreement, that the valuation method used for adjusting matters among the 
members of the business association is conclusive for federal estate tax purposes. 
They are encouraged in this belief by much of the promotional literature furnished 
them. One can hardly blame them for lack of entire comprehension of the witty 
diversities of federal estate taxation. And generally speaking they are very likely to 
be right. But there are gins and snares aplenty which can beset those who believe 
blindly in the conclusiveness of such valuations. Some warnings should be set in 
their path. 

To begin with, that dangerous (!) family relation may interfere to cause the 
courts to say that it was all a sham. There is here so much danger of a less than 
arm’s length dealing that tax authorities are naturally suspicious, and the agreed 
price has been rejected where the contract price is completely unrelated to the “fair 
market value” of the interest.°° However, in that case there was no evidence what- 
ever of an arm’s length bargain. But where a father and son were completely at 
odds, if not downright enemies, the agreed price was upheld,®® and this despite the 
fact that the option price was less than 10 per cent of the Commissioner’s “market” 
valuation of the stock. 

Another criterion which has been given weight is this: where the decedent was 
not bound by the sale agreement during his lifetime and there were no provisions 
against the sale of the interest inter vivos, the valuation section of the buy-sell agree- 
ment will not be given effect.” The rationale of this test seems to be that restrictions 
not binding till death cannot affect the value of the property till death, being, rather, 
“testamentary in character.”°* There was in the Matthews case no relationship by 
blood or marriage between the parties. Furthermore, from the agreement itself it is 
strongly inferable that the parties intended that inter vivos sales outside the group 
should be forbidden. This case ignores two factors: first, that the interest is to be 
valued at death and thus the option agreement certainly then became a burden on 
the price which could have been secured for the stock; and second, that both Section 
811 (c) and (d) provide that the gross estate shall not include property transferred 
at or after death where such transfer amounts to a “bona fide sale for an adequate 
consideration in money or money’s worth.” The case has not escaped criticism.” 

** 26 Cope Fep. Recs. §81.10 (Cum. Supp.) (valuation of property) as amended by 26 Cope Fep. 
Recs. §81.10 (Cum. Supp. 1944). 


°° Claire Giannini Hoffman, 2 T. C. 1160 (1943), aff’d on other issues, 148 F. 2d 285 (oth Cir), 
cert. denied, 326 U. S. 730 (1945). And see Armstrong’s Estate v. Comm’r, 146 F. 2d 457 (7th Cir. 
1944). 

°° Commissioner v. Bensel, 100 F. 2d 639 (3d Cir. 1938), affirming 36 B. T. A. 246 (1937). 

*7 Estate of James H. Matthews, 3 T. C. 525 (1944). This case and others like it are thoroughly 
treated by Matthews, supra note 81, at 735-738. 

°8 Estate of James H. Matthews, supra note 97, at 529. 

*°'Ness, Federal Estate Tax Consequences of Agreements and Options to Purchase Stock on Death, 
49 Cor. L. Rev. 796 (1949); Matthews, supra note 81, at 736; Note, Valuation of Stock Subject to 
Restrictive Agreement for Federal Estate and Gift Taxation, 60 Harv. L. Rev. 123 (1946); Polisher, 
Valuation of Business Interests for Federal Estate Tax and Pennsylvania Transfer Inheritance Tax, 48 
Dick. L. Rev. 121, 123-126 (1944). 
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It raises the further question: what is a restriction inter vivos which will be con- 
sidered sufficiently binding to justify accepting the valuation provided for by the 
agreement? Since we are concerned with closed corporations, the position of ma- 
jority interests therein becomes particularly tenuous in this connection. And it is 
doubtful whether a “first offer” agreement, effective inter vivos, will qualify as 
sufficient,’ although it must be taken into consideration in the valuation process. 

The net of all these cases on estate tax valuation and buy-sell contracts appears 
to be that as yet there is no “rule” which can be laid down. There are no Supreme 
Court decisions in the field, and the more recent cases are tending toward a disre- 
gard of valuations established in restrictive agreements.’ It is difficult at present 
to predict what standards will eventually be adopted as we await the gradual prick- 
ing out of criteria by the courts. In the interim the best that the adviser can say 
to his client is that an agreement binding at death, entered into by parties who dealt 
at arm’s length and untainted by family relationship or anything smacking of dona- 
tion is certainly the safest bet to be accepted by the courts as establishing a “fair 
market value” for the interests concerned; certainly those are the criteria which have 
been used to date. 

As to the effect of the Legallet case,’ the facts in that case indicate the traps 
which ought to be avoided. It is so horrible an example of what not to do that 
the late Professor Joseph Warren would undoubtedly have called it a “menagerie 
case.” Each of two partners took out insurance on his own life, payable to his own 
wife, and retained all the incidents of ownership in the policies. Premiums were 
paid by the partnership and charged as a firm expense to the partners equally, though 
there was considerable disparity in their ages. There was an ordinary buy and sell 
agreement, which provided, among other things, that regardless of the value of a 
decedent’s interest at death all the proceeds of the insurance were to go to his wife. 
One partner died, and the survivor paid the balance of the purchase price not covered 
by insurance proceeds by way of notes. Later the survivor sold some of the accounts 
receivable and merchandise of the former partnership; he was unsuccessful in trying 
to include in his cost basis for this sale the proceeds of the life insurance on his 
dead partner. It is hard to see how this result could have been avoided, under the 
circumstances. Note the earmarks: first, a policy taken out by a partner on his own 
life; second, payment to be to the partner’s own wife; third, retention by the in- 
sured of all incidents of ownership in the insurance; finally, payment of the premi- 

10° Worcester County Trust Co. v. Commissioner, 134 F. 2d 578 (ist Cir. 1943); and see Forster, 
supra note 12, at 24. 

101 1 PAUL, op. cit. supra note 33, §19.34 (1946 Supp.). 

202 41 B. T. A. 294 (1940). The case is discussed in Forster, supra note 12, at 13 et seq. The 
opinion hints (p. 299) that an excess of insurance proceeds over purchase price will be considered 
“insurance.” To avoid this it has become customary to stipulate in the agreement that the purchase 
price shall be the greater of the agreed valuation or the insurance proceeds. There is another danger in 
a Legallet-type situation. Where a corporation pays premiums and the estate or family is the beneficiary, 


the premiums may be held to be income to the shareholder on whose life they are paid. Paramount- 
Richards Theaters v. Commissioner, 153 F. 2d 602 (5th Cir. 1946). 
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ums by the partnership qua partnership. The real question of taxation raised is, 
how many and which of these four earmarks are enough to bring about a Legallet 
result? It is submitted that certainly payment of premiums by the business entity 
alone is enough to bring on this result, since thereby it is hard to avoid the con- 
clusion that the decedent paid for his own insurance. On the other hand, it is hard 
to see why merely naming a partner’s wife should bring down the rule in all its 
force; that has to do with eventual enjoyment, not cost. But no sensible lawyer 
could conscientiously allow a plan embodying any two or more of these features to 
pass into being. There are no cases directly on the point, so here again the wise 
policy will be to avoid all appearance of the Legallet arrangement, probably even to 
the point of avoiding naming a member of the family as beneficiary. 

The consequences of the Legallet opinion will be serious to the survivor. A turn- 
over of inventory then becomes ordinary income so far as insurance proceeds are 
not includible in the cost basis of the inventory.1°? The problem is not so serious 
for a shareholder survivor in a similar situation, for when he sells his shares he will 
first realize a gain, and that gain will be a capital gain and not ordinary income; 
stock is a capital asset. 

There remain a few problems to be discussed briefly. They do not deserve ex- 
tended treatment because they are neither so intricate nor in such a state of uncer- 
tainty as those to which more space has been given. By and large the questions now 
to be taken up are well settled and generally adequately handled in practice by law- 
yers and underwriters. 

One such problem is that of the uninsurable member of the business association. 
In order that his colleagues may buy out his interest at his death several plans and 
combinations are commonly used. One method is for the other members of the 
group to deposit annually into a fund. The amounts deposited are generally equal 
to the premiums which would have had to be paid had he been insurable. This 
sort of situation is another argument for use of a trustee, since a trustee can hold these 
funds as part of his duties. Obviously, the odds are that an uninsurable will pre- 
decease the others, but in any event, to make up the balance of the purchase price the 
best solution is to have the sums not covered by the sinking fund paid by a series of 
notes with staggered dates of maturity; often such notes are secured by liens on the 
property owned by the business. 

This same technique is generally used in cases where insurance is possible but 
where at death the value of the interest purchased exceeds, or may exceed, the pro- 
ceeds of the insurance. It isn’t as satisfactory as insurance but it is better than doing 
without an agreement. 

Of course the instrument incorporating the agreement should contain many 
other provisions too numerous for more than mention here. For instance, it hardly 


*°8 The purchase of a decedent partner's interest is regarded as the purchase of an interest in the 
separate assets used in the business. Williams v. McGowan, 152 F. 2d 570 (2d Cir. 1945); Nathan Blum, 


5 T. C. 702 (1945). 
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needs to be said that there should be provisions for the case of inter vivos dissolution 
of the business association, probably including terms on which in that case the 
associates may buy the insurance on their own lives." There ought to be a clear 
statement of whether or not profits earned after a death are to be considered in 
the price paid by the survivors for the interest. Normally it is good practice to 
see to it that each member’s will contains careful references to the agreement, 
together with instructions to the executor to perform all the acts necessary to carry 
it out. Clearly a clause should provide for amendment of the agreement. If a trustee 
is to be used, his duties and rights should be spelled out. In the case of a partner- 
ship each survivor partner should agree in the instrument to hold the estate of a 
decedent harmless from all debts of the partnership. And the agreement should 
specifically state that it binds not only the parties thereto, but also their heirs, exec- 
utor, administrators, and assigns. A most convenient checklist can be obtained by 
anyone interested by writing to the life insurance companies to get their suggested 
forms; these are a great help to draftsmen so long as it is recalled that the buy and 
sell agreement must be not a suit off the rack, but one tailor-made.” 

To conclude, business purchase plans coupled with life insurance are an increas- 
ingly common phenomenon, and one which lawyers must learn to handle. Al- 
though necessarily many different problems are involved in drafting them, the most 
important and elusive ate the problem of establishing a fair price for the sale, of desig- 
nating the beneficiary, of allocating premium payments, of attempting to make the 
valuation agreement as between the associates prevail for federal estate taxation as 
well, and of seeing to it that the cost basis of a survivor’s interest for income tax 
purposes includes the insurance proceeds. Business purchase buy and sell agree- 
ments serve a most useful end and, properly handled, should in the future function 
both in estate planning and in “Business Planning.”" 


204 Cutler, Income Tax Consequences Following the Death or Withdrawal of a Partner, 28 B. U. L. 
Rev. 7 (1948), treats tax effects of the withdrawal problem in partnership fully. Except in Texas 
(Cheeves v. Anders, 87 Tex. 287, 28 S. W. 274 (1894)) there is here no problem of insurable interest. 
WituiaM R. Vance, HANDBOOK OF THE Law oF INSURANCE 149 (2d ed. 1930). 

205 Keyes v. Hurlbert, 43 Cal. App. 2d 497, 111 P. 2d 447 (1941). 

+06 Lawyers in cities of any size will find that life insurance agencies there will have two excellent 
sources of up-to-date information on buy and sell agreements: The Diamond Life Bulletins, 420 East 
Fourth St., Cincinnati 2, Ohio, and the Insurance Research and Review Service, Inc., of 123 West North 
St., Indianapolis, Indiana. The treatise by White, cited in this article, though written primarily for the 
underwriter, gives the most complete survey of the field. 

107 CHESTER ROHRLICH, ORGANIZING CORPORATE AND OTHER Business ENTERPRISES (1949), devotes 
his last chapter to the coordination of business and estate planning, with emphasis on planning for 
eventual death at the time the business is organized. A very recent and valuable article treating of the 
subject primarily from the economist’s point of view is Harriss, Estate Taxes and the Family Owned 


Business, 38 Cauir. L. Rev. 117 (1950). 








EMPLOYEE PENSION PLANS 


Epcar Hunter WIitson* 


Twentieth century business has produced many kinds of employee benefit pro- 
grams. Today it is a common practice for an employer alone or jointly with his 
employees to provide hospitalization and medical benefits, disability payments, 
death benefits, illness and accident benefits, unemployment protection, and retire- 
ment income for the employees. Most of these benefits have been furnished through 
the use of insurance. This article examines the ways insurance is used in one of 
the most important phases of employee benefit programs—pension plans. Other 
employee benefits are often provided as incidental features of pension plans, and 
much of what is to be said in this article about insured pension plans applies as 
well to other employee benefit insurance. 


I 


GrowTuH oF PEnsION PLANs 


Pension planning is a new and dynamic field. The most recent statistics re- 
leased by the Pension Trust Section of the Bureau of Internal’ Revenue list approxi- 
mately 13,000 Bureau-approved pension plans in operation.’ Yet in 1930 less than 
1 per cent of that number of plans were in existence,” and even as late as 1937 
only 700 plans were in operation.® 

A number of factors have worked together to bring about the phenomenal 
growth of pension plans. These factors will be considered briefly because the con- 
tinued expansion of pension plans and the consequent use of insurance to fund them 
depends in large part on the continuation of these conditions. 

High federal income tax rates and the very favorable provisions of the revenue 
code allowing a deduction for payments to qualified pension plans were probably 
the most important factors in the growth in the number of pension plans. The In- 
ternal Revenue Code permits deductions for payments made to a plan that meets 
the requirements of the code and regulations concerning such specifications as the 
number and type of employees covered and the fairness of the provisions.‘ These 
features of the plan must be approved by the Bureau of Internal Revenue before a 
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* Fortune, Nov. 5, 1949, p. 81, col. 2. For a statistical analysis of 6,862 plans approved prior to 
August 31, 1946, see Pension Trust StatisticaAL Tastes, BurEAU OF INTERNAL REVENUE. 
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* Lipton, Insured Plans in Trenps iv ReTIREMENT PLANNING 18 (American Management Ass‘n, 
Ins. Ser. No. 73, 1948). 

“Int. Rev. Cope §23(p)(1)(A), (B), and (C). For a discussion of federal estate and gift tax 
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plan is termed “qualified.”*> The influence of tax consideratioas on pension plan 
growth is borne out by the fact that 85 per cent of the plans now in existence 
were inaugurated after 1942,° the beginning of high corporate taxes. Management's 
incentive to provide pensions increases as corporate income taxes increase. If pension 
payments are deductible for income tax purposes, and profits are taxed at, say, 70 
per cent, then a pension dollar will cost the employer only thirty cents and the 
government in effect pays the other seventy cents through the allowable deduction. 
It is true that an employer does not have to contribute to a pension plan qualified 
with the Bureau in order to claim a deduction for his pension spending. Payments 
to employees already retired will be deductible as long as they are reasonable.’ But 
the qualified pension plan has additional tax advantages. The earnings from the 
fund are not subject to taxation, i.e., the increase of the fund from investments under 
trusteed plans or from the enhanced value of annuity purchases in insured plans is 
not taxed.® Therefore, under a qualified plan, the employer during the working 
life of an employee can accumulate tax free a good portion of the money necessary: to 
retire his employee. 

There is, in addition, an important tax advantage to an employee in that taxation 
of funds paid into a qualified plan for his benefit is postponed until he receives it 
on retirement.® Presumably his income will be lower during years of retirement, 
and consequently the funds will be taxed at a lower rate. This is particularly im- 
portant to the high salaried employees. The tax advantage to corporate officials has 
no doubt been a strong incentive for such officers to favor pension plans. There is 
another peculiar advantage to the management of a closely held corporation. As 
suggested above, a corporation in the high income bracket pays from corporate 
profits only a small part of the cost of funding a pension plan. If the corporate 
executives are also substantial stockholders, and provide pension benefits for them- 
selves, it is conceivable that a plan may be devised that in net effect costs the man- 
agement nothing. The payments out of profits can be drawn from the fund by way 
of retirement benefits to the stockholder-officials.’° 

The entrance of insurance companies into the pension field in the late Twenties 
had much to do with the growth of pension activity.’ Before that time, pensions 
were for the most part on an informal basis. The employer retired his employees 


5 Among the requirements listed in INT. Rev. Cope §165(a) for qualifying a plan are: If a trust is 
used it must be irrevocable; the plan must be exclusively for the benefit of the employees; the plan must 
not be discriminatory. 

® Fortune, Nov. 5, 1949, p. 81, col. 2. For a comparison of the number of employees covered by 
plans in 1942 and 1946, see Gardner, Trusted Plans in TrRENDs IN RETIREMENT PLANNING 73 (American 
Management Ass’n, Ins. Ser. No. 73, 1948). 

TInt. Rev. Cope §23 (P)(1)(D). 

8 Id. §165(a). 

®* Id. §165(b). 

2° CocuraNn, Honest EMPLoyeE BENEFIT PLans WitH No Net Cost to OwneR-MANAGEMENT (Pam- 
phlet, 1949). 

1On the growth of insurance company activity in pension planning, see, generally, Hucu O’Nettt, 
MopERN PEnsIon PLANs: PriNcIPLEs AND Practices 37 (1947). 
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and provided pensions wholly as a matter of discretion. Insurance companies offered 
a method of guaranteeing retirement benefits by the use of group annuities, and 
the funds necessary for pensions could be accumulated on a sound basis while the 
employee was still working. The latter arrangement was much more satisfactory 
than leaving the payment dependent on business conditions at the time the employee 
reached retirement age. The employee of course was much happier if the employer 
provided a formal, guaranteed pension program. No doubt insurance companies’ 
advertising the advantages of formal pension systems, and their ability and willing- 
ness to design pension systems and to advise on pension problems did much to 
stimulate interest and activity in pensions. 

Numerous other factors have contributed to the increase in pension plans. The 
Social Security Act’ stimulated the interest of the public, particularly the interest of 
labor unions, in the problem of old age benefits."* Wage stabilization legislation 
contributed to the multiplication of pension plans during the war.’* Retirement 
benefits were not within the ban of wage stabilization,’® and thus the attention of 
labor was drawn to pensions. Direct wages could not be increased, but pensions 
provided a way to enhance benefits flowing from employment. 

That pension plans offer definite advantages to management is not to be over- 
looked in a consideration of the causes of pension growth.’® The fact that a num- 
ber of employers established pension systems prior to the advent of those influences 
mentioned above, indicates that many employers felt the establishment of a pension 
system to be advantageous to the company in other ways.’’ Pension systems enable 
the employer to retire superannuated employees rather than to retain them in their 
years of declining usefulness at proportionately high salaries. Employees are more 
apt to retire without ill will toward the employer when they have been advised in 
earlier years that they will be retired at a stipulated age with predetermined bene- 
fits. Much distrust and uncertainty is bred by a policy of retiring employees at 
different ages and allowing varying amounts as pensions. No doubt labor turnover 
is decreased in companies offering sound pension benefits. Young employees 
are given an opportunity to advance rapidly and are more likely to remain with 
the company because of this opportunity. Thus the organization remains young and 
energetic. Finally, public good will is cultivated by the employer who provides an 
attractive retirement program for his employees. 


12 49 Stat. 620 et seq. (1935), 42 U. S. C. §§301 ef seg. (1946). 

** For a discussion of the Social Security Act in connection with pension planning, see WiNsLow, 
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MEtuHops oF INsuRING PENSION PLANS 


Formal pension plans are normally funded through trusts or insurance.!® 
Under “trusteed” systems, funds are paid periodically to a trustee who makes in- 
vestments and pays out income to qualified pensioners according to the trust instru- 
ment. In “insured” systems the program is underwritten and in most instances 
administered by an insurance company in return for periodic premiums. Perhaps 
it is not technically accurate to refer to many “insured” pension systems as part of 
the insurance field because most of these plans utilize annuities, and annuities are 
said not to be insurance;’® but for practical purposes annuities are part of the 
business of insurance. The great majority of annuities are written by insurance 
companies and, further, many insured pension plans utilize traditional forms of in- 
surance. 

Insured plans fall conveniently into the following categories, and will be dis- 
cussed in the order given: (1) group annuities, (2) group permanent, (3) indi- 
vidual contracts, (4) ordinary life trusts, and (5) deposit administration. The vari- 
ous kinds of plans may be used in combination, but this division will serve for a dis- 
cussion of the standard insurance finance methods. 


A. Group Annuities 

The group annuity”® is the oldest and one of the most frequently used of the 
insured plans. Group annuities came into common use around 1925 and are 
responsible for many of the changes in pension thinking that have occurred since 
that time. The important feature to be noted in connection with a group plan is 
that one master contract is issued and the insurance company completely administers 
the system. The contract sets both the rights and duties of the employer, em- 
ployee, and the insurance company. The insurance company invests the funds and 
pays out the benefits as they become due. Thus the employer is relieved of the respon- 
sibility both of investing the funds and of administering the benefits under the plan. 
A trustee is not necessary in this type plan.** Insurance companies usually will not 
issue group contracts to cover less than fifty employees, and if the plan provides for 
contributions from the employees, participation by at least 75 per cent of the eligible 
employees is required. 


*8 For a comparison of the advantages of each method, see Hamilton, Employee Benefit Plans: Trust 
or Insurance Facilities May Be Used, 83 Trusts anp Estates 583 (1946). For a model plan under each 
method, see MacNeill, Pension and Profit-Sharing Trusts, 83 Trusts anp Estates 485 (1946). 

29 Epwin W. Parrerson, Cases AND MATERIALS ON INSURANCE 36 n. 1 (2d ed. 1947). 

*° See, generally, FLEMING BoMAR ET AL., HANDBOOK FOR PENSION PLANNING 86 (Bureau of National 
Affairs, 1949); O'NEILL, op. cit. supra note 11, at 103; RoperT RIEGEL AND JEROME S. MILLER, INsuR- 
ANCE, PRINCIPLES AND Practices 230 (3d ed. 1947); P-H PENsIon AND Prorir SHARING SERV. 92096 
(1947); Hamilton, supra note 18; Waters, Insured Pension Plans in TRENDS IN EMPLOYEE HEALTH AND 
Pension PLaNns 12, 14 (American Management Ass’n, Personnel Ser. No. 118, 1948). 

*. A trust may be used, and when only part of the benefits are funded through the use of a group 
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Each employee covered by the plan receives a certificate which outlines the 
benefits to which he is entitled. This certificate does not, however, make the em- 
ployees parties to the contract. The contract is between the employer and the in- 
surance company, although the employees, either individually or through their 
union, may have a contract with the employer to provide benefits. 

Single premium deferred annuities are used in the group annuity plan. The 
annual premium each year purchases for every employee covered by the plan a small 
deferred annuity which represents the amount of pension credit attributable to that 
year’s employment. The premium for an employee will increase each year. An 
annuity of one dollar per month for life to begin at age sixty-five is considerably more 
expensive for an employee fifty years old than for one forty years of age. The 
period during which the insurance company will be able to hold the premium and 
thus earn interest is shorter, and the chances that the employee will be living at age 
sixty-five to receive the annuity are much greater in the case of the older employee. 

Death benefits ordinarily are not provided by a group annuity plan. The em- 
ployee must live until the designated retirement age to receive any benefits from 
the program. Since the standard group annuity contract makes no provision for 
life insurance, the cost of the plan is reduced by the amount that would otherwise 
be paid to those who do not reach retirement age. The premium normally is dis- 
counted for this mortality. On the other hand, it is not the practice to discount in 
advance for employees who may be expected to sever their connection with the 
company. The employment relationship will of course be terminated in some 
instances before the employees reach retirement age, but the consequent reduction 
in cost of the annuity provides a credit against premiums currently due. Of course, 
this statement is based on the assumption that the plan is noncontributory”” and that 
vesting of rights to the employee have not occurred at the time the employee leaves 
employment. If the plan is contributory and the employee’s rights are not vested 
by the time he leaves or is dismissed, his contributions are refunded, with or with- 
out interest depending upon the provisions of the particular plan. Obviously, when 
the employee’s rights are vested there will be no credit on severance because the 
employee will be entitled to the benefits already accrued to him. In other words, 
upon reaching retirement age he will simply draw a pension based on the annuities 
purchased for him each year during his employment. 

The group annuity contract is popular because of its low initial cost. New 
enterprises that expect greater income in later years are particularly apt to select 
that kind of plan. In the case of long-established businesses, there is the problem of 
past service benefits. In some instances no provision will be made for past service, 
whereas in others the employer either on his own initiative or as the result of bar- 
gaining with a union will decide to provide a pension based on past service. This 


*° The fact that a plan requires contributions from the employees does not affect the method of 
funding. The same kind of insurance contract may be used to fund a contributory or noncontributory 
plan. . 
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may be accomplished by simply supplementing the annuity plan on a pay-as-you-go 
basis upon the retirement of those employees who had past service to their credit at 
the time the annuity contract was initiated. Or the employer may purchase from 
the insurance company annuities for past service. Annuities for past service credits 
may be purchased at the time the plan is inaugurated or from time to time during 
the operation of the plan. The cost of an annuity will be more expensive if pur- 
chased some time after the service has been performed than it would have been 
if purchased during the years the service was rendered. The employee will be older 
and the cost of the annuity will have risen proportionately. 

The employee beneficiary of a group plan is normally given an option to elect 
the type annuity payment he wants; the option to be exercised at least five years 
before he reaches retirement age. The kinds of annuity from which he may choose 
include the life annuity, annuity certain, and the joint.and survivor annuity. Al- 
though the group plan generally does not provide for death benefits, if it requires 
contributions from the employee it usually provides for the refunding of his contri- 
butions with interest to his estate if he dies before reaching retirement age. This 
feature is probably necessary in order to sell the contributory plan to employees who 
have come to look on their contributions to pension programs as a mode of savings. 


: B. Group Permanent Plans 


The group permanent plan* consists of a master policy or contract between 
an employer and an insurance company. The contract sets forth the rights and 
duties of the parties and normally provides for full administration by the insurer. 
Thus it is unnecessary to provide for a trustee under this type plan although it is 
possible to use the group permanent plan in connection with a trust. 

This plan provides life insurance in addition to retirement benefits. The insur- 
ance features of the plan must qualify under state regulatory laws. As was true in 
the case of the group annuity plan, a group permanent plan is ordinarily not issued 
to a group of less than fifty employees; and if the plan is contributory, at least 75 
per cent of the eligible employees must actually participate in the plan. The total 
insurance coverage is usually set at a $250,000 minimum. 

The amount of life insurance coverage provided for each employee varies pro- 
portionately to the amount of monthly retirement benefits. For instance, the stand- 
ard policy offers $1,000 of life insurance for each $10 of monthly pension income. 
Therefore, if an employee covered by this plan is entitled to $200 per month on 
retirement he will have $20,000 of life insurance coverage. There is no magic in 
this particular formula, but it is used by most insurance companies. Some com- 
panies, however, provide for a smaller amount of life insurance for each $10 of 
monthly pension. 

An employee is automatically covered by the insurance on entering employment 


*° See generally, BoMAR ET AL, op. cit. supra note 20, at 116; O'NEILL, op. cit. supra note 11, at 231; 
RiEGEL AND MILLER, op. cit. supra note 20, at 234; P-H Pension anv Prorir SHarinc Serv. 42131 
(1947); Waters, supra note 20, at 16. 
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and electing to participate in the plan. A medical examination is not necessary. 
There is, however, one exception to this automatic insurance coverage. The maxi- 
mum amount of life protection issued to any one employee will be limited under 
each plan to a figure determined by the total amount of insurance carried under the 
plan and the average amount of insurance issued to the fifty employees who are to re- 
ceive the largest insurance benefits. Even with this limit, go per cent of employees 
under plans in operation are covered by insurance without medical examination. If a 
particular employee is entitled to more insurance under the formula of $1,000 to 
every $10 of monthly retirement than is allowed by this automatic limit, he must 
establish his insurability to obtain the additional amount. 

Group permanent insurance differs considerably from the ordinary group annuity 
in the type of premium paid. The level premium is commonly used in the group 
permanent plan. When an employee enters a plan, the cost of benefits will be 
ascertained and the same premium will be paid annually until his retirement. 
Generally the amount of retirement income an employee will receive is determined 
by the amount of his wages. Suppose that a plan provides that an employee earn- 
ing $5,000 annually shall receive $110 monthly retirement benefits. According to 
the insurance formula discussed above, this employee would be entitled to $11,000 
life insurance (1,000 x 11). When this employee entered the plan a level annual 
premium adequate to provide the above benefits would be set. In other words, the 
group permanent plan will cost just as much to fund in the earlier years of the 
plan’s operation as it will in later years, whereas the ordinary group annuity, as 
has been mentioned, is less expensive at the inception of the plan. 

Under the group permanent plan if an employee dies during the early years of 
participation in the plan before reaching retirement age, his beneficiary receives 
the face amount of his insurance. If death occurs nearer retirement, the beneficiary 
receives the cash value of the plan. In other words, when the cash value exceeds the 
face value of an employee’s coverage, the former amount will be paid. The point 
at which the cash value will be greater than the $1,000 per $10 retirement income 
face amount will vary with the age of the employee on entering the plan and the 
number of years he is covered. Generally the beneficiary is given an option to take 
the insurance in a lump sum, leave the insurance proceeds drawing interest with 
the insurance company for a certain period, or take a life annuity. 

On reaching retirement age, the employee has an option as to the type benefits 
he will receive. Among the choices are usually the life annuity with a certain 
minimum period guaranteed (generally five or ten years) and the joint and sur- 
vivorship annuity that pays a certain monthly income to the employee and, in the 
event of his prior death, to the named survivor. 

Group permanent plans are particularly desirable because of their adaptability 
on severance of employment prior to the employee’s reaching retirement age. The 
rights of the employee on termination of employment will vary depending on whether 
the cost has been borne entirely by the employer or by both employer and employee, 
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and whether the contributions made on behalf of the employee by the employer 
have become vested under the particular plan. Again, not all plans provide for 
the same options to the employee on severance. The following are some of the 
elections offered under various plans: (1) the cash value of premium payments that 
have become vested in him; (The employer will receive a credit for any amount not 
reflected in the cash value paid to the employee.) (2) total contributions with or 
without interest; (3) conversion to an individual policy without requiring proof of 
insurability; and (4) paid up insurance for the past premiums. 


C. Individual Policy Trust 


Pension plans insured through the purchase of individual insurance policies and 
annuities** generally though not necessarily use the facilities of a trust. The pro- 
visions of the plan are separate and apart from the contracts with the insurance 
companies. The trustee has the responsibility of applying to the insurance company 
for the individual policies. Premiums are collected from the employer by the 
trustee and paid to the insurance company. It is common to provide that the 
receipts from the policies shall be paid to the trustee and distributed to entitled em- 
ployees by the trustee. In some plans, however, payment is made directly to the 
eligible employees by the insurance company. Since most individual plans provide 
for life insurance and some insurance companies require that life coverage be in- 
cluded, the employee must establish his insurability. This feature is one important 
point of difference between an individual policy trust and a group plan. Some 
insurance companies do issue individual policies without a medical examination. 
The employees are required to answer certain questions on the application about 
their health. If the answers do not raise a question as to the employees’ insurability, 
the policy will be issued without medical examination. As in the case of the group 
permanent plan, the amount of life insurance provided in the individual policy is 
$1,000 coverage for each $10 of monthly retirement income. Since a separate policy 
is purchased for each individual, a trust may buy from several different insurance 
companies. The individual contract plan is particularly adaptable to the use of an 
employer with only a few employees, although it is not unusual to find this type 
plan in operation in large enterprises. 

Premiums for the individual policy plan are paid on an annual basis and are a 
level amount. The premium on a policy covering a particular employee will be 
determined when the policy is issued and will remain the same (i.e., there will 
be no rate changes) unless because of salary increases the amount of benefits is 
raised by the provisions of the plan and more coverage is purchased. Thus the rate 
is set for certain benefits when the employee enters a plan, but the trust has no 
guarantee that the same rates will be available for new employees.entering at a later 
date. Insurance companies generally will not offer an individual policy which pays 
retirement benefits before ten years from the date of purchase have elapsed. Because 


**See, generally, BoMAR ET AL, op. cit. supra note 20, at 128; O'NEILL, op. cit. supra note 11, at 
136; P-H Pension AND ProFiT SHARING SERV. 972111 (1945). 
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some employees will reach the normal retirement age less than ten years after the 
purchase of their contract, individual contract plans provide for a flexible retire- 
ment date. For example, an employee 58 years old entering a plan probably could 
not retire before reaching age 68, even though the usual retirement age under the 
plan is 65. Most insurance companies will not permit an increase of benefits (and 
premiums) due to the employee’s reaching a higher salary bracket, unless it equals or 
exceeds a minimum amount in monthly retirement income—$5.00 being the most 
usual figure. 

Usually an individual policy plan where no life insurance is provided refunds 
the employee’s contributions at his death. If the plan gives life insurance protection, 
the face amount will normally be paid to the named beneficiary. Some plans, how- 
ever, provide that only a portion of the death benefits shall be paid to the beneficiary, 
the balance being used to pay the premiums on other policies held by the trust. 
Where all or a portion of the death benefits are payable to an employee’s beneficiary, 
the usual options as to the mode of payment are available. 

If the plan is contributory, termination of employment prior to vesting of the 
employee's right to benefits attributable to the employer’s contributions usually 
results in a refund of the contributions of the employee. Under the same circum- 
stances, other plans permit the employee to purchase the policy by paying the 
difference between the cash surrender value and the contributions he made during 
employment. If the employee’s rights are vested on termination of employment, 
some plans give the employee full ownership of the policy, the premium rate re- 
maining the same as when his contract was originally issued by the insurance 
company. The pension plan may restrict the employee’s rights more than does the 
individual contract. 

The employee under an individual policy plan is generally given an option 
among several types of retirement income similar to the choices offered under the 
other annuity plans. In the individual contract plan, however, the election may 
generally be made at the time of retirement and without medical examination. 

If the trust purchases individual contracts from a mutual company, the policy 
will generally be of a participation type, #.¢., the trust will be entitled to dividends 
if the insurer operates at a profit. This factor is to be considered in determining the 
cost of a program. Ordinarily an insurance stock company will not issue participating 
policies, but their premium rates are apt to be initially lower. 


D. Ordinary Life Policy Plan 


One of the more imaginative uses of insurance in connection with pensions is 
funding through the purchase of ordinary life insurance policies.2* An individual 
or corporate trustee is created to administer the program. The trust is authorized 
to purchase life insurance on all insurable employees to be covered by the plan. 


*° See, generally, Bomar ET AL., of. cit. supra note 20, at 133; P-H Pension ano Prorir SHARING SERV. 
$2153 (1949). 
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Generally the contract with the insurance company guarantees certain rates of 
conversion when those insured reach retirement age, although it does not guarantee 
that the premium rates at the time of the plan’s inauguration will be available 
to employees later coming under the plan. While the life policy is payable to the 
employee’s named beneficiary, the trust owns the policy. When the employee 
reaches retirement age, the trustee converts the life policy into an annuity policy, 
the conversion being equivalent to purchasing an annuity with the cash surrender 
value at retirement age. The trust is not obligated to secure the annuity from the 
life company issuing the original policy, though of course it will do so if the con- 
version rate is then less than the market price of such an annuity. 

The cash surrender value cannot be expected to furnish enough funds to 
purchase an annuity sufficiently large for the amount of life insurance that has 
been carried. It is necessary for the trust to accumulate additional funds to finance 
that part of the cost of the annuity in excess of the cash surrender value of the life 
policy. The annual contribution to this fund can be actuarially determined by 
taking into consideration the size of the group and their life expectancies. 

If the employees to be covered meet the qualifications for group insurance, group 
permanent ordinary life contracts rather than individual ordinary life policies may be 
used to fund the plan. The group plan affords such additional advantages as lack 
of medical examination and lower costs of administration. Where the plan is on an 
individual policy basis rather than on a group basis, the trust is usually authorized 
to purchase individual annuity contracts for uninsurable employees. While the 
policies offered under the group permanent and the individual policy trust plans are 
so designed that the cash surrender value will at some time exceed the life in- 
surance protection afforded, the cash surrender value of a policy under the ordinary 
life policy plan will never equal its face value. 

Under some plans, an annuity is purchased for an employee when he reaches re- 
tirement age; others give him an opportunity to make an election of one of several 
types of annuities. If the employee dies before retirement, his beneficiary will 
receive the proceeds of the life insurance policy. If employment is terminated 
prior to retirement, the life policy is ordinarily turned over to the employee. In 
either event, the amount accumulated in the trust to pay the additional cost of the 
annuity will normally remain in the trust to reduce the cost of operating the plan, 
either because computation of the extra cost allowed for mortality and early 
severance or because the plan did not provide for the vesting of these funds in the 
employee until retirement age. The terms of each plan may differ, and what the 
employee receives on death before retirement or on termination of employment may 
well depend on whether the employee has been required to contribute to the plan. 


E. Deposit Administration Plans 


The deposit administration plan®® is really a type of group annuity, but it 


#° See, generally, BoMAR ET AL, OP. cit. supra note 20, at 114; O'NEILL, op. cit. supra note 11, at 235 
pn. 2; P-H Penston aND ProFir SHARING SERV. 92158 (1949). 
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is considered separately because a number of its features differ materially from the 
ordinary group annuity plan. Although premiums are paid to an insurance com- 
pany annually, annuities are not actually purchased until particular employees re- 
tire. At the time of an employee’s retirement, a single premium annuity to com- 
mence at once is purchased. The annual deposit payments to the insurance 
company are placed in an undivided separate fund. Most insurance companies 
guarantee a stipulated rate of interest on deposits made during the first five years 
under the plan, this rate of interest to continue on those particular funds as long 
as they remain on deposit. The insurance company may set a different rate of 
interest on funds deposited after the expiration of the five year period. The principle 
of “first money paid in is the first money to be paid out” is used to determine what 
interest rate is to be paid on various amounts in the fund each year. Generally 
the insurance company undertakes to sell the annuities at a stipulated price (i+, 
a set scale of premiums) when funds deposited during the first five years of the 
plan, plus accumulated interest, are converted into, annuities. 

The insurance company sets a maximum and minimum annual premium be- 
tween which the employer may exercise discretion as to the amount of his deposit. 
This variation is allowed because no actual policies are sold until employees retire 
and, therefore, actual experience of mortality and severance may differ from esti- 
mated experience. Thus, the employer may use calculations based on past experi- 
ence with the employees covered as long as this calculation comes within the limits 
set by the insurance company. The deposit administration plan may be used under 
a program to which employees contribute; but if the plan calls for employee contri- 
butions, a separate account of the funds contributed by each employee must be 
kept. The noncontributory deposit administration plan is less expensive to operate 
than the other types of plans discussed because under it separate records of annual 
annuity purchases for each employee need not be kept. If the deposit plan is con- 
tributory, however, the necessity of keeping individual employee records causes much 
of the advantage to be lost. 

The deposit administration plan is much more flexible than other types of in- 
sured plans. Since annuities are not purchased until the employee is actually re- 
tired, the plan may provide for varying retirement ages, and a flexible scale of retire- 
ment income may be used. The employer’s annual payment to the fund is generally 
based on what would be the average retirement date and average scale of retirement 
income under the plan. Actual experience under the plan may vary from these 
estimated averages. Since the money in the fund at a particular time is not 
allocated to the purchase of an annuity for any particular employee, the plan must 
provide for the distribution of the fund on hand in case the plan is discontinued. 

The deposit administration plan gives an employer much of the flexibility to 
be had under an uninsured trust, but also the employer assumes more risks in this 
plan than he does under the other types of insured plans discussed. 
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II 
Future oF Pension PLans 


Although the number of plans now operating is impressive, pension plans 
actually are still in the early stages of development. Only about one-tenth of the 
persons gainfully employed in the United States are at present covered by private 
pension systems. The possibility of further pension growth is sharply pointed up 
by comparing the number of companies that now have pension plans to the 
40,000 organizations carrying group life insurance for their employees.’ 

In considering the possible continued expansion of pension programs, the tax 
aspects must be taken into account. The decrease in the rate of corporate taxation 
since the removal of the excess profits tax** no doubt has had a tendency to slow 
up the adoption of pension plans. The decreased influence of taxation, however, 
has probably been counterbalanced by other factors. While future tax rates cannot 
be safely predicted, a drastic change of tax rates is not probable. Also, it is unlikely 
that any changes will be made concerning the provisions of the revenue code exempt- 
ing pension fund income from taxation and postponing taxation of the employee 
until he receives benefits under the plan. 

One of the most important questions encountered in attempting to prophesy 
about the future of private pension programs (and thus the business of insuring 
those programs), is whether the Federal Government will undertake to provide social 
security benefits substantially larger than it now provides or whether it will con- 
tinue to assure only minimal security and leave the more substantial programs to 
private industry. In view of the present trend of social legislation, it is not beyond 
the realm of possibility that the government will undertake to provide a system of 
full scale benefits for employees.” The preempting of the pension field by govern- 
ment would of course practically eliminate pension insurance by private companies. 

The Federal Government is presently subsidizing private pension programs by 
allowing deduction of payments to pension plans as expenses, by exempting income 
from pension funds from taxation, and by favorable tax treatment of employees 
covered by a plan. Private industry, by proper handling of the problem of security for 
superannuated employees, may prevent further moves toward the socialist state. 

The attitude of labor unions toward pension plans has undergone almost a com- 
plete reversal in recent years. In the early period of employer-initiated plans, the 
unions generally opposed such plans because they felt that pension plans would 
weaken the position and growth of unions. Union officials felt that pension plans 
would be tied in with company unions, that strikes would be discouraged, that em- 
ployees would be afraid to leave their employment because of the possibility of 
losing pension rights, and that the security promised by pension plans probably 

*7 Lipton, supra note 3. 


*® Revenue Act of 1945, §122(a), 59 Stat. 568 (1945). 
*° At present only 35,000,000 of the nation’s 60,000,000 employees are covered by social security. 


Newsweek, Mar. 20, 1950, p. 60, col. 1. 
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was illusory anyway because the plans were not insured. The federal courts have 
held that pension plans are a proper subject for collective bargaining.*® This de- 
termination will, no doubt, prove important to the future adoptions of retirement 
programs. The pension plan is no longer a gratuitous undertaking by the employer, 
but is a benefit for which employees are entitled to bargain collectively just as they 
bargain for wage increases. Today the unions not only do not oppose pension plans 
furnished by the employer but on all fronts they are insisting that it is the responsi- 
bility of management to provide such programs.** 

Certain long range considerations indicate that pension plans will continue to 
expand. Among these factors are: (1) the movement of agricultural workers to 
the cities and to employment in a rapidly expanding industrial economy, (2) the 
increase in the age level of the population, (3) the low interest rate on investments, 
and (4) the increase in personal income taxes.** These factors render it impossible 
for the great majority of workers to provide for themselves satisfactory old age 
security. 

*°Inland Steel Co. v. National Labor Relations Board, 170 F. 2d 247 (7th Cir. 1948), cert. denied, 


336 U. S. 960 (1949); Note, 43 Inu. L. Rev. 713 (1948). 


5 Newsweek, Jan. 31, 1949, p. 56, col. 1. 
*? O'Neill gives the following example: An employee aged 40 earning $10,000 per year and investing 


$3,000, in 1929 could accumulate $146,000 by the time he reached age 65. This capital would have 
provided him with an income of $7,300, which would enable him to retain his previous standard of 
living during his years of retirement and still be able to leave the capital in his estate on death. A 
comparison is made with the accumulation possible in 1945 under the same conditions. It then appears 
that he will be able to accumulate only $37,000, which would give him an annual return during retire- 
ment of $1,100. Thus it appears that the present day salary earner must take a drastic cut-in his standard 
of living after his productive years or find another way of providing for his old age. O'NEILL, op. cit. 


supra note 11, at 17-19. 




















IMPROVING PROPERTY AND CASUALTY 
INSURANCE COVERAGE 


J. Epwarp Hepces* 


Stated in positive terms, the fundamental raison d’étre of insurance is to pay losses 
suffered by individuals,’ provided, of course, the risk was previously specifically 
assumed by contract and a proper premium paid for the protection afforded. In- 
surance is appropriately applied only to those hazards of loss which, in particular 
cases, would have disastrous effects if borne by the individual directly. Through 
the mechanism of insurance the burden of such losses may be reduced almost to 
insignificance by spreading the cost over all, or a substantial number, of those ex- 
posed to similar risks. 

In times past it may have seemed that companies existed for the prime purpose of 
collecting premiums, and, when losses occurred, of seeking all means at their 
disposal to avoid payment. The “fine print” provisions hidden obscurely on the 
inside pages of policy forms once used are frequently cited as evidence of such a 
philosophy of operation. Be that as it may, as the institution of insurance has 
matured, its fundamental purpose has emerged more and more clearly. 

Today it seems reasonable to say that a substantial portion of the energies of the 
entire institution are directed toward the conduct of business in such a way as to 
make sure that major hazards of individuals are insured and when losses occur 
that they are paid promptly and in full. By what steps has this stage been reached; 
what problems have been faced and overcome; what problems yet remain to be 
solved; and what are the prospects for their solution? In the discussion that follows, 
attention will be directed toward these questions as they apply to the property and 
casualty insurance? field. 

* A.B. 1928, Baker University; M.B.A. 1932, University of Kansas; Ph.D. 1936, Johns Hopkins 
University; C.L.U. 1938; C.P.C.U. 1947. Assistant Professor of Economics, Emory University, 1935- 
1940. Assistant Professor 1940, Associate Professor 1942, Professor of Insurance 1946, Indiana University. 
Visiting Professor of Insurance, University of California at Los Angeles, spring 1950. Secretary-Treasurer, 
American Association of University Teachers of Insurance. Author, Practica Fire aND CasuALTY 
INsuRANCE (1943, 1946, 1948); co-author (with Lem Paul Hensler), Compensation oF Lire INSURANCE 
AcENtTs (1942). Contributor to Economic and Insurance periodicals. ‘ 

*The term “individuals” is used here in a broad sense, to include not only natural persons but 
business entities such as partnerships and corporations as well. 

?In fairness, it must be pointed out that present day policies, even the most comprehensive, do 
contain restrictions. Most such restrictions exist, not only for the protection of the company and its 
resources, but equally for the protection of the public whose costs might otherwise become both excessive 
and inequitable. It has been well stated that an important purpose of restrictions is to protect the rate 
at which the coverage is written. Those who require broader coverage may secure it by the payment 
of appropriate extra premiums, while those who do not require it—or want it—need not pay. Thus 
equity is preserved. This question will be explored further, below. 

® The present-day division of the insurance business into a number of branches and the titles applied 
to these branches are largely the result of historical accident. .These traditional divisions have been 


perpetuated by their adoption in the insurance codes of the various states. Thus, it has become 
customary to divide insurance into life, fire and marine, casualty, and (usually) corporate bonding, the 
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Forces AND Processes 


This paper is more concerned with the present status of insurance coverage as 
related to the public’s insurance needs, than with those processes by which the 
present state has been attained. Nevertheless, it seems desirable to devote some at- 
tention to the forces which have operated in the past to produce the present situation 
as to coverage, as well as to the forces which may be expected to operate in the 
future, with some attention to the ways in which they work. 

The process with which we are concerned may be described briefly somewhat as 
follows. First, it is the task of the insurance carrier, if it is to perform its function 
properly and to enjoy the prospect of financial success, to determine accurately the 
needs of the public and to make available the appropriate coverage at a rate that is 
adequate and equitable. The “producer” or agent, with the guidance or assistance 
of the carrier’s field forces, then must attempt to appraise the needs of his client and 
to apply the best coverage available. The acid test of the effectiveness of the whole 
mechanism lies in the extent to which the losses of the client may properly be paid 
under the coverage he holds. The carriers themselves, through participation of their 
field forces in the adjustment process, become aware of defects in policies and forms 
as well as shortcomings in the adaptation of available coverage to the needs of the 
public. If this is not sufficient, the agent quickly conveys to the company any 
public dissatisfaction with the forms of coverage available. 

But outside the insurance mechanism itself, the tremendous importance to the 
public of the way in which the insurance business is conducted has led to a gradually 
‘expanding intervention and supervision by the government—first by the states inde- 
pendently, and now under certain Congressional directives.‘ Thus, adjustments 





latter sometimes being included in the “casualty” category. The author has long urged the adoption 
of a more logical division into personal, having to do with hazards to persons, such as death, injury 
and illness; and property, including those forms dealing with hazards to property. In the latter category 
would be included two main types of hazards: namely, hazards of direct loss or destruction of specific 
items of property (loss of a building by a fire, money by theft, etc.); and hazards of loss of any or all 
property owned or subsequently acquired, through legal liability for damage to the persons or property 
of others. In this paper the redundant phrase “property and casualty insurance” will be replaced by 
the more simple and logical one “property insurance”—which will include both direct loss and liability 
as indicated above. The customary terms will be used, of course, when reference to the traditional 
divisions is necessary. 

* The Regulation of Insurance Act, 59 Stat. 33 (1945), 59 U. S. C. §1011 ef seg. (1940), following 
the case of United States v. South-Eastern Underwriters Association, 322 U. S. 533 (1944), in which 
insurance was declared to be interstate commerce and consequently within the regulatory power of 
Congress, makes certain declarations with respect to regulation of insurance by the states. It declares 
that continued regulation and taxation by the several states of the business of insurance is in the public 
interest, that silence on the part of Congress shall not be construed to impose any barrier to such 
regulation, and that no act of Congress shall be construed to supersede any state law for the regu- 
lation of insurance unless such act specifically relates to the business of insurance. The act then proceeds 
to make the Sherman Act, the Clayton Act, and the Federal Trade Commission Act applicable to the 
business of insurance after Jan. 1, 1948, “to the extent that such business is not regulated by State law,” 
with the exception that the Sherman Act is to apply to “any agreement to boycott, coerce, or intimidate, 
or act of boycott, coercion or intimidation.” 
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have had necessarily to be made with a view to regulatory statutes and administrative 
rulings. Sometimes the effect has been to retard needed progress, perhaps more fre- 
quently to prevent ill-advised changes or action by individual companies or groups, 
dictated by the desire to meet competitive situations and not in the long run interests 
of either the business or the public. 

This sketch of the forces operating to adjust insurance coverage to needs would 
be incomplete without mention of what has been called “self-regulation,” carried out 
primarily by inter-company associations or bureaus. While important functions 
of these groups have included accumulation of statistics for rate-making purposes, 
research and dissemination of loss prevention information, and other matters outside 
the scope of present consideration, many of their activities have been pertinent to 
the subject under discussion. The drafting of recommended uniform policies and 
forms and of rules for their application in the writing of various coverages are 
examples. Thus, adjustments frequently have come, not by the companies acting 
alone, or even in negotiation with the regulatory authorities, but by cooperative action 
involving the state and the companies acting through their associations. 

The discussion so far has attempted to indicate the forces making for improve- 
ment in property insurance coverage and to outline the legal and institutional frame- 
work within which the forces have operated. As suggested above, in some respects 
this legal and institutional framework has had the effect of retarding change. Once 
a particular policy, provision, or group of provisions has been interpreted by the 
courts, its effect becomes known with reasonable certainty and those on the company 
side become loath to make changes. It is true, of course, that once a change has 
been made, unexpected interpretations may necessitate further change, an additional 
reason why there has been some reluctance to make changes in wording, even in the 
face of manifest obsolescence. In addition, the problem of securing agreement by 
the companies working through their various bureaus has sometimes retarded im- 
provement. In many cases the way has been led by the independent or “non-bureau” 
or by the “small-bureau” companies,’ the others following as the usefulness of inno- 
vations became apparent or as competition forced their adoption. 

One final aspect of the institutional framework of the industry has had a serious 
effect in retarding—even preventing—innovation. This is the rigid limitation 
placed on the insuring powers of companies authorized to write particular lines 
by the insurance laws of the various states. Fire and marine companies were re- 
stricted to certain material damage lines (such as fire, windstorm, and the like) and 
consequential loss lines (business interruption, rent or rental value, and similar 


5 For many years bureaus formed by insurance companies, or to whose services the companies 
subscribed, have operated on a regional or national basis. Prior to the passage of the Regulation of 
Insurance Act and the revisions in bureau organization which followed, members were usually required to 
use the forms and to abide by the rules promulgated by the bureaus. Companies not wishing to do so 
either operated independently or formed their own bureaus to perform the same functions. Companies 
belonging to no bureau were called non-bureau companies or independents. Bureaus other than those 
dominating each field were called “‘ittle-bureaus” or “small-bureaus.” 
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losses resulting from material damage falling within their jurisdiction). These 
companies were excluded from such lines as burglary and robbery, public liability, 
workmen’s compensation, etc., these being the special province of companies 
authorized to write “casualty” insurance. The result was the typically American sys- 
tem known as “mono-line.”* In the general overhauling of insurance regulatory 
laws which has taken place in the past few years, there has occurred a reversal of 
the mono-line principle. A majority of the states have now granted more or less 
liberal “limited multiple-line underwriting powers.”* Under these powers, com- 
panies meeting the specified requirements may now break over the old barriers and 
extend their coverage to include hazards previously prohibited. (In no case, however, 
have life insurance companies been permitted to enter the property field nor prop- 
erty carriers been authorized to enter the life insurance field, except, as was previously 
the case, that casualty companies frequently include the hazard of death in policies 
covering accident or illness.) The authorization of multiple-line underwriting re- 
moves one of the serious hurdles previously faced in any attempt to improve prop- 
erty insurance coverage and make it truly complete. 


II 


Tue Position oF THE PuBLic 


From the standpoint of making its needs felt, adapting available coverage to 
existing needs, and commanding adequate service, the public falls into several groups. 

The first of these includes those large commercial or industrial organizations 
whose operations frequently cross state lines and even reach nation-wide proportions. 
Concerns of this kind have insurance problems of such magnitude and of such a 
continuing character that a full-scale department manned by a corps of specialists 
may be justified. While such concerns may place business through local agents, over- 
all aspects of planning and administration are under the direct control of the 
company’s own staff. Experts, with the assistance of the company’s legal staff, may 
even go so far as to draw up their own forms for covering particular hazards. 

Companies of the same type, as well as smaller concerns, may rely on insurance 
brokers or brokerage firms to represent them in the purchase and administration of 
their insurance. In such cases, the brokerage firm may act in much the same way as 
an insurance department of the company, thus relieving the company of the necessity 
of establishing such a department. Some brokerage firms have nation-wide facilities 
through which a service of this kind is offered. 

Other business concerns rely on local agents, usually representing a number of 
fire and marine and casualty companies, to provide them with insurance service. Such 
agents, with the cooperation of their carriers and agents in the other communities 
in which the client may operate, compete with the brokerage type of operation, 


*In Great Britain, in contrast, there is no such artificial delimitation of insuring powers. MARQuis 


JAMES, BioGRAPHY OF A BUSINESS 1792-1942 333 (1942). 
* Cahill’s Actuarial Society Address, Eastern Underwriter, November 25, 1949, p. 36. 
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offering service as well to individuals and concerns whose operations are intra-state 
or local. A special tool developed for local agency operatiosi is the insurance survey, 
by means of which needs are carefully and completely listed, existing insurance noted, 
and adjustments or additional insurance recommended. This device offers a means 
of noting and filling gaps in coverage and of adapting various forms so as to insure 
existing risks most adequately and economically. 

Many individuals, of course, have only limited personal needs for insurance 
coverage. Such cases may not warrant detailed surveys, their risks lending them- 
selves to a few “package” type policies. The problem of improving coverage here 
is simply one of making sure that the “package” forms available are sufficiently 
“comprehensive” for the typical case, and yet do not cover hazards which too 
often are unneeded and which, by their inclusion, may increase the cost unduly. 

For the large mass of the public the method described first above (that of pri- 
vately employing experts or engaging brokers to buy and administer the insurance 
required) would not be possible or practicable as a means of improving coverage. 
In many cases even the survey technique as applied by agents or brokers would not 
provide an adequate solution when available forms of coverage do not properly fit 
the hazard, leave uninsured gaps, or provide more coverage (at higher cost) than 
the need warrants, although it is often an important and necessary step. Problems 
of this kind must be solved for the public at large by improvements in the coverages 
offered. 

While all of the needs and opportunities for improving property insurance cover- 
age suggested above will be kept in mind in the discussion that follows, primary 
attention will be devoted to improvement in forms so as to make them more ade- 
quate. Some attention will be given to the accomplishments and prospects of the 
survey method. Specific instances in which existing forms of coverage have been 
improved and made more adequate will first be discussed. Methods of improvement 
through the survey approach will then be considered. Finally, attention will be 
directed to further needed improvements, together with an appraisal of the prospects 
for their accomplishment. 


Ill 


STANDARDIZATION OF PoLiciEs AND ENDORSEMENTS 


One of the important steps in the improvement of insurance coverage from the 
standpoint of the public has been the standardization of policies and of the clauses 
and forms endorsed thereon. Undertaken early in the fire insurance field, the process 
spread until at the present time some measure of standardization exists in every 
major division of property insurance. For purposes of illustration and analysis, at- 
tention will be confined to fire insurance, automobile insurance, and inland marine 


insurance. 
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A. Fire Insurance 


As companies expanded their operations in the early days of insurance and began 
to rely on agents to administer the business rather than drafting each contract in the 
home office of the company, a degree of standardization became necessary for the 
protection of the company itself. But in addition, as the practice grew up of buying 
insurance on the same property from several companies, the confusion resulting from 
conflicting or contradictory clauses led to endless controversy and litigation. And, 
too, unique or obscure clauses in particular contracts often worked a hardship on a 
public unskilled in reading such documents and interpreting their effect. Action 
initiated by the New York Board of Underwriters was followed by more positive 
steps taken by the New York state legislature, which, in 1885, adopted a bill re- 
quiring a uniform policy for use in the state.? The policy thus adopted was put into 
effect in 1886; its use spread to other states and ultimately it was adopted by 28 of 
the 48 states° A revision of this form, adopted in New York in 1918, was adopted 
by most of the others with the exception of those following the Massachusetts form, 
adopted in 1873 and subsequently revised. In 1943, however, New York State adopted 
a still further revised form, and this one, with only minor variations in some cases, 
has been adopted in all of the states except Massachusetts, Minnesota, and New 
Hampshire, which still use the Massachusetts or New England form."* Although not 
quite so complete, a parallel standardization has taken place with respect to the en- 
dorsements used in connection with the standard policy. 

The important bearing of this development in fire insurance, as well as in other 
fields, upon the adequacy of the coverage afforded the public, warrants some at- 
tention. The use of standard wording serves, first of all, to promote an understanding 
of the effect of the contract. Those provisions whose meaning is doubtful are grad- 
ually clarified by practice and, where necessary, by court interpretation. Such under- 
standing, once established, applies regardless of company, state (with slight varia- 
tion), property, or the particular individuals or firms concerned. Thus, much of the 
mystery with which insurance seems to be shrouded in the public mind tends to dis- 
appear. With the disappearance of mystery, there tends to come the confidence so 
necessary if insurance is to provide the peace of mind which is one of its greatest 
services. Also, with standardization, the writing of policies concurrently’* becomes 
relatively simple, and the loss settlement procedure is simplified, thus eliminating 
controversy, delay, and loss and disappointment to the public. 

As the preceding discussion suggests, fire insurance comes first to mind when we 


® Ropert RIEGEL AND JEROME S. MILLER, INSURANCE, PRINCIPLES AND Practices 362. 

®Joun H. Macee, Property Insurance (rev. ed. 1948). 

2° JuLiaN Lucas, STANDARD Fire INsurRANCE PoLicy oF THE STATE OF New York, 1943 3 (1947). 

1 The latter two states have minor statutory variations. See J. Epwarp Hepces, Practicat Fire 
AND CasuaLTy INSURANCE 63-64 (3d ed. 1948). 

*® Policies are said to be “concurrent” when they contain the same designation of insured, designation 
of interest, description of property, and the same clauses, the wording of which is identical or of the 


same effect. 
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seek specific examples of improvement in coverage resulting from standardization. 
But because recent steps taken in this field seem to fall more appropriately under 
“modernization and simplification,” further discussion of standardization in fire 
insurance will be reserved for the next section where these forms of improvement 
are considered. 


B. Automobile Insurance 


Automobile insurance, a form which affects the public most widely, has in recent 
years attained a considerable measure of standardization. While numerous types 
of business concerns face hazards connected with the ownership, operation, main- 
tenance, and repair of motor vehicles, consideration will be given here only to those 
hazards which may be insured under the combination material damage and liability 
policy, and to the use of this policy in covering such hazards. All or a substantial part 
of the standard policy may be applied to the hazards of loss or damage to the auto- 
mobile itself and to bodily injury and property damage liability resulting from its 
ownership or use, as they affect those classifications of cars and trucks which include 
the vast majority of vehicles in use today. The discussion here will exclude such 
forms of insurance relating to the automobile as garage keepers’ legal liability for 
damage to the autos of others, garage liability, long-haul truck liability to the public 
and to shippers of goods, material damage to dealers’ cars, etc., all of which involve 
special problems, although a considerable degree of standardization exists in these 
fields. 

It should be noted in passing that the combination automobile policy represents 
an outstanding example of a practical solution to the problem of mono-line restric- 
tions. The public tends to think, as is natural, in terms of the risks surrounding 
the ownership and operation of an automobile, as a unit, not in terms of separate 
hazards of damage to the automobile (with the exception of collision, the exclusive 
province of fire insurance companies), and liability for damage by the automobile 
(the field reserved to casualty carriers, along with collision damage to the car itself, 
to which both are admitted). The solution represented by the combination policy 
is to issue, in effect, two separate policies printed on a single piece of paper, naming 
two companies as insurer, each assuming the hazards permitted it under the ap- 
plicable insurance laws. The companies in such cases, of course, are affiliated, in 
many instances occupying the same home office quarters and having the same officers. 
So effective has this device proved that the public is frequently unaware that it is 
insured by two companies rather than by one. 

Since the combination automobile policy really consists of two policies, standardi- 
zation presented some problems. Obviously, steps were necessary, by the casualty 
companies independently, to standardize the liability portions of the policy, and by the 
fire companies independently, to standardize the material damage portions. Actually, 
the first step was taken by the casualty companies, the National Bureau of Casualty 
Underwriters and the American Mutual Alliance approving standard provisions in 
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1936.'* Later, the National Automobile Underwriters Association and the Americar 


Mutual Alliance approved standard provisions for material damage insurance."* 
While provisions have thus been standardized,’ it should be noted that their use 
has never been required of bureau members nor made mandatory by law. Professor 
Kulp, however, reports an estimate, as of some years ago, that between 70 and 75 
per cent of total automobile liability insurance was written on the standard forms.’® 

What have been the benefits of standardization of automobile insurance? Cer- 
tainly they differ in part from those ascribed to standardization of the fire policy. 
The problem of concurrency which is so important in fire insurance is of little conse- 
quence here. The practice of multiple policies on the same risk is almost, if not 
totally, absent. Problems do arise, of course, when different interests—and different 
policies—become involved in the same loss. For example, liability may arise as a 
result of injury to a third party by a customer’s automobile driven by the employee 
of a garage or repair shop. Standard provisions of the private passenger coverage 
clearly exclude liability of the operator of the garage. Such liability falls within 
the scope of the garage liability policy. But failure to coordinate the two forms— 
and to standardize them—might result in either uninsured liability or over-lapping 
coverage, the latter perhaps lending itself to controversy as to which carrier is liable. 
Similar situations might arise where policies written on two or more private passen- 
ger cars were involved, were it not for the use of standard provisions. 

Perhaps the most important benefit of standardization in the automobile insurance 
field is the promotion of public information regarding the coverage afforded. This 
problem is difficult enough when policies remain the same, but with variations 
from year to year and wide differences in forms used by the various companies, it 
becomes hopeless. The degree of standardization that has existed for some years now, 
and the comparative absence of radical change in standard provisions from year 
to year has made a significant contribution to improved public understanding of 
the forms of coverage available and the protection represented by each. Much yet 
remains to be accomplished, but this is another problem. When an automobile 
owner believes that because he has bodily injury liability insurance his company 
should pay him for wages lost as a result of an automobile accident involving only 
himself—as still happens occasionally—then public information regarding automobile 
insurance is obviously still deficient! 

Our portrayal of the situation would be out of balance if we failed to recall that 
standardization also occasionally retards innovation and needed change. Without 
necessarily suggesting that the change involved was particularly desirable, I shall cite 
one example of hesitation to embrace innovation. It is the 80 per cent collision form, 
sometimes called the 80-20 form. Under this form the company agrees to pay 80 


48C, A. Kup, Casuacty Insurance 166 (rev. ed. 1942). 

14 Hepces, op. cit. supra note 11, at 186-187. 

*5 A specimen copy of the combination policy which includes the standard provisions is reproduced, 
id. at 294-303. 

1° KuLp, op. cit. supra note 13, at 166. 
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per cent of any collision loss up to $250. For any loss over this amount, the company 
pays the entire excess over $250. It is in fact, then a 20 per cent deductible form, with 
a maximum deductible of $50. The significant point is that it was introduced by 
companies outside the dominant stock company bureau, which declined to authorize 
the form for its members until the demands of agents who found the public insisting 
upon it, eventually forced adoption of the form. It is now written in nearly all 
states. While this case illustrates the static tendencies which come into being when 
standardization of forms becomes widespread, it also illustrates the way in which 
legitimate desires of the public eventually are met, in spite of the inevitable inertias 
within the industry. 


C. Inland Marine Insurance 


A word about marine insurance may be in order at this point, not because of 
the high degree of standardization attained, but because certain pressures within 
the industry may serve to disturb the standardization thus far accomplished. 

Although most ocean marine policies in use today are based largely on the Lloyds 
policy of 1779, it may properly be said that there is no universal standard policy in 
this field."* Such standardization would require international agreement, something 
well-nigh impossible in a field as internationally competitive as ocean marine insur- 
ance. Inland marine insurance, so-called, as it operates in this country today, does 
not depend upon any such widespread agreement for the standardization of its 
forms. As one of the newer branches striving to attain significant premium volume 
in this country, it faced the problem of developing its sphere of operation in com- 
petition, at many points, for areas of risk already preempted by existing fire or 
casualty coverages. After a long period marked by conflict and even chaos, the agreed 
sphere of the entire marine branch of the business was marked out by the “Nation- 
wide Definition of the Insuring Powers of Transportation and/or Marine Insurers.”"® 
Of the classes of risks enumerated in this “definition,” all involve some element of 
transportation. Those falling within the peculiar scope of inland marine insurance 
are, in addition to bridges and tunnels, (1) domestic transportation risks, and (2) 
personal property floater risks. 

Under the terms of the Nation-wide Definition, the coverages offered by inland 
marine carriers have been stabilized, if not standardized. And so far as the rail, 
express, motor truck, and other transit forms are concerned, no new disturbance 
seems imminent. But the extension of fire and casualty policies under the new 
multiple-line privileges, so as to include hazards previously denied such carriers, may 
mean three-way competition for insurance of virtually the “all-risk” type on certain 
classes of personal property. Dwelling contents, clothing, personal effects, jewelry, 
furs, and the like are examples. As a result, a whole new problem of standardization 
may appear, finally being resolved only when a single standard form is devised to 


17 MAGEE, Op. cit. stipra note 9, at 377. 
18 The “Definition” is reproduced in HeEpcEs, op. cit. supra note 11, at 322-325. 
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cover the principal risks confronting the owners of such property, with no distinction 
as to the type of carrier privileged to write it. 


IV 


MODERNIZATION AND SIMPLIFICATION OF POLICIES AND ForMs 


Certainty of interpretation, mentioned in the previous section as a benefit to both 
the carrier and the public, has frequently had a retarding influence upon needed re- 
vision of policies and forms. Sometimes, too, the difficulty of securing agreement 
among carriers, bureaus, and supervisory officials has had a similar effect. Never- 
theless, substantial progress has been made. Many illustrations could be cited of 
modernization and simplification of policies, and of the endorsements designed for 
use with these policies to adapt them for the insurance of particular risks. Attention 
here will be confined to the outstanding example—the standard fire policy—and 
the dwelling and contents form, by means of which the fire policy is applied to the 
insurance of dwellings and personal property contained therein.’® 

The standard fire policy first introduced in New York in 1886, as mentioned 
above, was subsequently adopted by 28 states, many of which continued to use this 
policy, or even adopted it, after the 1918 revision in New York. Other states followed 
New York in adopting the 1918 revision. Thus, except for variations in a few states, 
the fire policies in use at the time of the latest New York revision in 1943 had been 
drafted to fit conditions from twenty-five to nearly sixty years earlier. The situation 
was in part remedied by the awkward device of embodying in the various forms 
attached to the policy, standard waivers or permits setting aside the provisions which 
the insurer wished not to apply. Some examples may be cited, together with the 
nature and effects of the revisions embodied in the 1943 version of the policy now 
almost universally used. 

Neither the 1886 nor the 1918 policy applied to loss occasioned by lightning, as 
such. Fire resulting from lightning was covered, but in many cases actual damage 
was confined to that caused by lightning itself and consequently was excluded by 
the policy. The impropriety of excluding such losses led to specific assumption of 
the lightning hazard under terms of the uniform dwelling and contents and other 
forms used in the various jurisdictions. With the adoption of the 1943 revision, the 
hazard was included in the coverage by specific assumption in the policy, making 
unnecessary its inclusion in the form attached. 

In the 1886 policy a long list of specified conditions or situations “unless otherwise 


*°In many forms of insurance it is necessary to attach one or more endorsements in order to fit the 
contract to the particular risk to which it is to apply, and to limit or extend the coverage as may be 
agreed. In fire insurance various clauses have been developed for this purpose. Because of more or 
less standard practice with respect to the clauses used in insuring certain types of property, it has been 
possible to combine a number of clauses into what is called a “form.” Forms have thus been devised 
fer a variety of types of risk, such as commercial buildings and their contents, apartment buildings, 
garages, manufacturing establishments, and the like. The form considered here is the one designed for 
applying the standard fire policy to the insurance of private dwellings and their contents. A copy of this 
form appears in Hences, op. cit. supra note 11, at 291-293. 

















Improvinc Property AND CasuaLty INsurANcE CovERAGE 363 


provided by agreement in writing added hereto,” rendered the entire contract void. 
In the 1918 version, these conditions were regrouped, certain of them having the 
effect of voiding the coverage if they existed or occurred, the others simply suspending 
coverage during their existence.”” The first group included (1) interest of the 
insured other than unconditional and sole ownership, (2) building on ground not 
owned by the insured in fee simple, (3) commencement of foreclosure proceedings 
with knowledge of the insured, (4) change in title or possession other than by death 
of insured (except change of occupants without increase of hazard), and (5) assign- 
ment of the policy before a loss. The second group, those having the effect of sus- 
pending the insurance, were (1) other insurance on the property; (2) increase in 
hazard by any means within the control or knowledge of the insured; (3) employ- 
ment of mechanics in building, altering or repairing the described premises beyond a 
period of fifteen days; (4) generation of illuminating gas or vapor on the premises 
(any usage or custom to the contrary notwithstanding), keeping or using on the 
premises fireworks, Greek fire, phosphorus, explosives, benzine, gasoline, naphtha, 
gunpowder exceeding twenty-five pounds, or kersosene exceeding five barrels; (6) 
operation between ten p.m. and five a.m. or suspension of operation beyond ten days, 
if a manufacturing establishment; and (7) vacancy or unoccupancy beyond ten days. 
Also, unless otherwise agreed in writing, the company assumed no liability for loss 
or damage to any property while encumbered by a chattel mortgage. 

By the time of the latest revision of the standard policy, it had become customary, 
under the terms of the uniform forms attached to the policy, to waive the application 
of nearly all of the above exclusions. Some were obviously obsolete and no longer 
needed. Those having to do with the interest of the insured were customarily satis- 
fied by the regular practice of stating the interest of the insured in the policy desigaa- 
tion, or by endorsement in connection with the transactions involving a change in 
interest or title. As to other insurance, the possibility of multiple recovery of a loss 
had become most remote, because of the information ordinarily developed during 
the adjustment process. Apparently the other “moral hazard” exclusions were, for 
the most part, not regarded as sufficiently serious to warrant retaining them. 

The revision of the standard policy in 1943, following the practice already 
established, removed the bulk of the restrictions enumerated above, by simply omit- 
ting them from the policy.27_ The only one retained in its original form was the 
one excluding liability “while the hazard is increased by any means within the 
control or knowledge of the insured.” The period of permitted vacancy or unoc- 
cupancy was extended to sixty days (the form as used in most jurisdictions had 
previously permitted six months). As to other insurance, the 1943 policy provides 
that “Other insurance may be prohibited or the amount of insurance may be limited 
by endorsement attached hereto.” 


*° A copy of the 1918 New York Standard Fire Policy appears in S. S. HuesNer, Property INsuRANCE 


34-39 (1938). 
** A copy of the 1943 New York Standard Fire Policy appears in Hevces, op. cit. supra note 11, at 


285-288. 
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Another clause causing difficulty in early policies was the so-called “fallen build- 
ing clause” which, in the 1918 version, read: “If a building, or any material part 
thereof, fall except as the result of fire, all insurance by this policy on such building or 
its contents shall immediately cease.” Thus, a relatively small loss due, say, to wind- 
storm, preceding a fire, would result in voidance of the fire policy and leave the 
fire loss uninsured. But a problem of even more serious importance was created by 
the pro rata liability clauses incorporated in endorsements extending the fire policy 
to include hazards such as windstorm or earthquake. Where a policy covering both 
fire and windstorm was in effect, such policy would ordinarily waive the fallen 
building clause, the fire coverage in that particular policy picking up where the 
windstorm coverage stopped. Under the terms of the pro rata liability clause, how- 
ever, the company assumed liability only pro rata with other fire insurance on the 
property, “whether valid or not.” Thus, if there was other fire insurance on the 
property, the effect would be not only to limit recovery for the windstorm loss, but 
also for the fire loss. The insurance on fire alone would be void because of the 
fallen building clause, and insurance on fire and windstorm would bear only its 
pro rata share of the fire loss. Today, existing pro rata liability clauses still have the 
effect of limiting recovery for losses due to additional hazards under policies covering 
fire but extended to include such other hazards, when other fire insurance exists 
on the property. And such limitation is appropriate. But the special problems 
due to the fallen building clause no longer exist. They have been solved by the 
complete elimination of the clause from today’s policies. If only rubble remains 
to be burned, any loss due to fire is covered. 

One clause added to the fire policy has resulted in a simplification. Prior to 
adoption of the revised version, it was customary, in the form attached to the policy, 
to include destruction by order of civil authority “at the time of and for the purpose 
of preventing the spread of fire, provided that such fire did not originate from any 
of the perils excluded by this policy.” Losses of this kind, although perhaps not 
“direct” loss by fire in a strict sense, ought properly to be covered by the fire policy. 
This has been accomplished by the inclusion in the policy itself, of wording similar 
to that above. 


V 
LIBERALIZATION OF CONTRACTS 
The extension of benefits afforded by existing contracts in recent years has had the 
effect of making a number of coverages much more inclusive and broadly more 
liberal, without, however, placing these contracts in the “all-risk” or “comprehensive” 
category. A few examples must suffice to illustrate this development. 


A. Fire Insurance 


Several cases in point may be drawn from fire insurance, referring specifically to 
the dwelling and contents form. One clause broadening the coverage reads as 


follows: 
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The Insured may apply up to ten per cent (10%) of the amount specified for Item 
I to cover private structures appertaining to the above described premises and located 
thereon, BUT NOT STRUCTURES USED FOR MERCANTILE, MANUFACTUR- 
ING OR FARMING PURPOSES. 


The value of the additional benefit is obvious. Without specifically describing or 
insuring an outbuilding, such as a detached garage, a portion of the insurance on 
the residence may be applied to it in case of loss. It should be noted, however, that 
this extension does not increase the total insurance, the specified amount of building 
insurance being the company’s maximum liability for loss or damage to all property 
covered. 

Another clause provides: 


The Insured may apply up to ten per cent (10%) of the amount specified for Item 
1 to cover rental value of the above described building or private structures, BUT NOT 
EXCEEDING ONE-TWELFTH (1/12th) OF SAID TEN PER CENT (10%) FOR 
EACH MONTH OF UNTENANTABILITY. 


Thus, if a partial loss renders the residence untenantable, remaining insurance, sub- 
ject to the stated limits, may be used to cover the loss of use, the sum provided ordi- 
narily going a long way toward covering the rental of temporary substitute quarters. 

There are others. The automatic reinstatement clause provides that losses of 
$250 or less shall be automatically reinstated, that is, shall not reduce the amount 
of insurance applicable to subsequent losses, as would occur in the absence of such a 
clause. The inherent explosion clause includes within the coverage of the fire policy, 
losses due to explosion in the insured building resulting from hazards inherent 
therein. Examples would include explosion of gases in the firebox of a furnace, ex- 
plosion of a gas water heater, etc. Explosion of steam boilers, however, is not in- 
cluded. Also, specific inclusion of fire caused by riot, a relatively new extension of 
the fire coverage, is provided by the policy itself, not by the form attached. 

Another extension of the fire coverage is significant because it tends to make the 
dwelling contents insurance more nearly comparable—and hence more competitive— 
with inland marine floater forms. It is the 10 per cent off-premises extension of the 
contents insurance. The clause reads: 


The Insured may apply up to ten per cent (10%) of the amount specified for Item 2 
to cover (a) household furniture, (b) personal effects usually carried by travelers for 
personal use or wear BUT EXCLUDING ANIMALS, BIRDS, PETS AND BOATS; 
while elsewhere than on the described premises BUT WITHIN THE LIMITS OF 
THAT PART OF CONTINENTAL NORTH AMERICA INCLUDED WITHIN 
THE UNITED STATES OF AMERICA, ALASKA, THE DOMINION OF CANADA 
AND NEWFOUNDLAND, all belonging to the Insured or for which the Insured may 
be liable by law or may have prior to any loss assumed liability; or, at the sole option of 
the named Insured, belonging to a member of the family of and residing with the Insured; 
or which is being purchased under an installment plan, including any unpaid balance. 


Among other aspects of this clause it is noteworthy that, in contrast to the earlier 








366 Law anp ConTEMPORARY PROBLEMS 


exclusion of goods incumbered by a chattel mortgage, articles being purchased under 
an installment plan are now specifically covered. 


B. Automobile Insurance 


With respect to automobile insurance, other instances of broadened coverage may 
be cited. The development of “drive-other-cars” coverage offers a good example. This 
form of coverage, now accepted as a matter of course, started first as an endorsement 
for which an extra charge was made. Purchase of the endorsement extended the 
liability insurance of the insured to apply to him when he operated automobiles 
owned by others. The next step was to incorporate this additional coverage in the 
policy itself and to extend it to include the spouse of the named insured. A final 
step was to apply the liability coverage to “any other person or organization legally 
responsible for the use by such named insured or spouse of an automobile not owned 
or hired by such other person or organization.” Thus, liability of the employer of 
the insured or spouse for property damage or personal injury arising out of the 
use not only of the insured’s own automobile (which is covered under other pro- 
visions), but of any other automobile not owned or hired by the employer, is covered. 

An early liberalization of the liability section of the automobile policy was its 
extension to apply to other drivers of the specified automobile, if driven with the 
permission of the insured. Recently it has been necessary because of bad experience 
to restrict this extension, particularly with respect to students or persons under a 
specified age. But the old exclusion formerly found in the policy itself, use by a 
person under the minimum age required for a driver’s license or in any case under 
the age of 14,7” has not been revived. Also, a former standard provision excluding 
liability when the automobile was driven in any competitive speed contest, while the 
automobile was rented or leased, or while used for demonstrating or testing, has 
been omitted from the present policy. 

Within the past few months, one leading company has introduced a new and 
sweeping liberalization of its automobile policy. Effective immediately, and without 
additional cost, policies now in force (and presumably those subsequently to be 
issued by the company) provide the following added coverage: (1) liability for bodily 
injury and property damage arising from “occurrences”—not merely accidents; (2) 
newly acquired automobiles, for the remainder of the policy period; (3) trailers, 
regardless of type; (4) liability arising out of use by the named insured or spouse, of 
hired or rented automobiles, automobiles regularly furnished for their use, and a few 
others; and (5) some extensions of medical payments if included in the policy. 

Numerous other examples might be cited to illustrate the tendency toward lib- 
eralization and modification to meet new conditions as they arise, but those noted 
should be adequate to indicate the responsiveness of the coverage offered to the 
changing needs of the public. 


*° KuLP, op. cit. supra note 13, at 171. 
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VI 


CoMPREHENSIVE AND “At-Risk” Po.icies 


One of the most significant developments in recent years has been the introduction 
of certain policies providing broad coverage, written in such a way as to plug the 
gaps which previously had remained in some cases even after several policies had 
been purchased. Various terms have been used to designate such policies, including 
“comprehensive,” “combination,” “all-risk,” and “schedule.” While this paper is 
not excessively concerned with technical definitions, it may help to avoid confusion 
if the important distinctions surrounding each of these terms are pointed out. 

The term “comprehensive” has been used to designate a variety of forms of cover- 
age, with little uniformity as to the precise scope of coverage among the forms so 
designated. The liability forms conform most closely to the proper meaning of 
the term as suggested by Kulp—insurance against multiple hazards affecting the 
same risk, a person or business entity in the case of liability insurance.** The 
comprehensive damage coverage in automobile insurance also conforms closely to 
this concept. While nothing is to be gained by quibbling over definitions, it would 
appear that nothing would be lost by using the term “comprehensive” to designate 
combination forms covering both liability and material damage, if written so as to be 
really inclusive of the major hazards involved. 

The term “comprehensive” has sometimes been used to designate a broad or 
liberal form covering but a single hazard, but with relatively few exclusions. An 
alternative term, and one which is perhaps preferable, is “broad form,” as for 
example, “broad form” theft. Actually, the latter term is ordinarily used to indicate 
a more liberal form than an earlier or perhaps a “standard” form of coverage. The 
term “schedule” applies ordinarily to a policy which may be written to include cover- 
age of those hazards selected from a list or schedule. The schedule liability policy 
is an example. It may be more or less “comprehensive,” depending upon the selec- 
tions. It is distinguished from the more truly comprehensive forms, however, by the 
incorporation of a separate insuring clause to cover each hazard, rather than use of a 
single clause to cover all liability hazards of the insured except those specifically 
excluded. 

All-risk forms require special mention. According to Kulp, the term really means 
all-hazard coverage on a particular risk.2* The term, in fact, is confined for the 
most part to inland marine insurance, applying to personal property floater forms. 
Such forms cover, typically, “all risks of loss or damage” to the described property, 
with the exception of certain enumerated causes of loss and types of property. 


A. Comprehensive Policies 


Space limitations preclude separate discussion of the benefits accruing to the 
public from use of each of the various so-called comprehensive forms. These fall 


*3 Id. at 40. *4 1d. at 41. 
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primarily in the casualty field and include the “comprehensive general liability 
policy,” the “comprehensive automobile liability policy” (the two combined forming 
the “comprehensive liability policy”), the “comprehensive personal liability policy,” 
and the “comprehensive farmers liability policy,” all covering liability, and the auto- 
mobile “comprehensive” material damage coverage. The last three of those listed 
apply to individuals, primarily, rather than to business firms as do those first listed, 
and consequently hold wider general interest. For purposes of illustration, attention 
will be confined to the comprehensive personal (the comprehensive farmers liability 
policy being roughly parallel) and the automobile comprehensive material damage 
coverage. 

The history of liability insurance helps to explain the way in which it has been 
written traditionally. As new hazards became apparent, new insuring clauses and 
new policies were devised to cover them. Thus, persons or business concerns faced 
with various liability hazards were forced to purchase a policy to cover each hazard 
for which insurance was desired. The schedule form had the effect of at least 
combining all coverages in a single document, but otherwise failed to improve the 
situation. Comprehensive policies went further, utilizing a single insuring clause 
and a single bodily injury liability limit for each accident. 

The comprehensive personal liability insurance policy is basically a combination of 
residence liability and sports liability formerly written as separate policies, plus 
coverage for personal acts of the insured. The policy, standardized by agreement 
of the American Mutual Alliance and the National Bureau of Casualty Underwriters, 
was brought out in 1944 and revised in 1946.”° 

The policy covers, automatically, all personal activities of the insured, other than 
business or professional, his or her spouse and members of the household, as well as 
liability due to ownership or occupation of the designated residence. The hazards 
covered consist of bodily injury liability, property damage liability, and employer’s 
liability, all included in one insuring clause. There is a basic single limit of liability 
coverage of $10,000 per occurrence, for one or more persons and for any or all of the 
three sources of liability. 

The policy covers the cost of necessary medical care (independently of any lia- 
bility) for members of the public or employees injured in any accident on the 
premises of the insured’s residence, including a temporary residence, provided it is not 
owned by the insured. (A secondary residence owned by the insured requires the 
payment of additional premium.) The medical payments coverage also applies to 
vacant land (except farm land) owned by the insured. The liability coverage applies 
at the same additional locations as medical payments. 

In addition to liability arising from business or personal pursuits, there are other 
exclusions. Liability imposed by any workmen’s compensation law is excluded, as 
is liability to an employee if workmen’s compensation insurance has been voluntarily 
provided for such an employee. The medical payments coverage excludes payment 


85 See HEDGES, op. cit. stipra note 11, at 311-316. 
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to any insured and to any regular resident of the premises or any person on the 
premises because of a business conducted there. Also excluded is liability arising out 
of ownership, maintenance, or use of motor vehicles and aircraft. There are also 
some limitations on liability from ownership or use of boats. Liability for damage 
to property used by, rented to, or in the care, custody, or control of the insured, is 
excluded. 

Obviously, the coverage provided by the comprehensive personal liability policy 
includes most, if not all, of the liability hazards of the householder, as such. The 
exclusions, for the most part, are those to which the average person would not be 
subject or which ought, appropriately, to be otherwise insured. The resulting cover- 
age is about as complete as could be expected consistently with maintaining rates 
which would not represent an undercharge in some cases and an overcharge in 
others. One gap in coverage requires further consideration, however. The work- 
men’s compensation exclusion could have the effect of exposing the insured to loss 
where a person injured while making repairs, trimming trees, or the like, is held 
to come under the workmen’s compensation law. This problem will be considered 
further under “needed improvements,” below. 

Automobile comprehensive material damage insurance seems to meet not only the 
requirements for the “comprehensive” designation as stated above, but also to come 
close to being an “all-risk” form.2° By its terms it covers “any direct and accidental 
loss of or damage to the automobile . . . except loss caused by collision of the auto- 
mobile with another object or by upset of the automobile or by collision of the auto- 
mobile with a vehicle to which it is attached. Breakage of glass and loss caused by. 
missiles, falling objects, fire, theft, explosion, earthquake, windstorm, hail, water, 
flood, vandalism, riot or civil commotion shall not be deemed loss caused by collision 
or upset.” The exclusions are: (1) Loss while the automobile is used as a public 
or livery conveyance, unless this use is described and the proper premium paid; 
(2) Loss while the automobile is subject to any encumbrance not set forth in the 
policy; (3) war, invasion, civil war, etc.; (4) damage due to wear and tear, freezing, 
mechanical or electrical breakdown unless a result of other loss covered by the 
policy; (5) robes, wearing apparel or personal effects; and (6) tires, unless damaged 
by fire or stolen or unless the loss be “coincident” with other loss covered by the 
policy. 

A few types of loss covered, in addition to those listed as not collision and conse- 
quently included, are malicious damage to paint or tires, damage to upholstery by 
vermin, and damage caused by attempted theft, to name a few. The coverage 
afforded is probably the broadest possible, consistent with equity in rates and a reason- 
able concept of hazards properly subject to insurance. Certainly it is sufficiently in- 
clusive to meet any reasonable requirement. 

B. All-Risk Insurance 

The principal examples of all-risk insurance, so-called, are found in the inland 

marine field. Most forms are similar to the automobile comprehensive coverage dis- 


2° See specimen policy, id. at 295. 
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cussed above, applying only to loss or damage to the described property itself, not 
to liability for injury or damage to the persons or property of others, nor is medical 
payments coverage provided. A form of insurance providing the latter types of 
coverage in addition to direct loss is the combination residence policy, introduced 
a few years ago, and written in much the same way as the combination automobile 
policy. Aside from the combination automobile policy, this form seems to come 
closest to true “all-risk” or all-hazard coverage. 

In addition to the inland marine “all-risk” forms, there are a few examples of 
coverage which is similar in scope, written by other than inland marine carriers. 
One is the “comprehensive dishonesty, disappearance and destruction” policy written 
by casualty companies.2” The coverage provided includes no less than eleven sepa- 
rate forms of insurance, some on an optional basis, among which are fidelity insur- 
ance, destruction, disappearance and wrongful abstraction of money and securities 
from inside or outside the premises or from safe deposit vaults; forgery, and mer- 
cantile open stock burglary and theft. Another casualty form is the residence and 
outside theft policy. The coverage provided approaches the all-risk category so far 
as direct loss is concerned, except for the exclusion of destruction, for example, by 
fire, explosion, or the like. No liability coverage, of course, is included. 

Perhaps the form of coverage best illustrating “all-risk” insurance is the personal 
property floater, written by inland marine carriers.** Since the policy applies to 
property in a permanent residence, as well as away from the premises or while in 
transit, it was originally prohibited in those states which subscribed to the Nation- 
wide Definition, the provisions of which were outlined above. It has now been 
admitted in all states, however, by specific exception to the Definition in the states 
which have adopted it. The policy covers the insured and members of his family of 
the same household “world-wide, against all risks” to personal property, with a féw 
exceptions. The principal types of property excluded are automobiles, aircraft and 
boats, animals, and unscheduled personal property pertaining to the business or pro- 
fession of the insured. Excluded causes of loss are breakage of eye glasses, glassware, 
bric-a-brac, and similar fragile articles; mechanical breakdown; damage from damp- 
ness or extremes of temperature; wear and tear, moths, vermin, or inherent vice; and 
war. Coverage of money is restricted to $100 in any one loss, and of securities and 
other intangibles to $500 in any one loss. These limits may be increased for addi- 
tional premium. 

The coverage provided by the personal property floater, obviously, is sufficiently 
broad to satisfy the personal and family needs of most insureds. The hazards and 
property excluded are those which ought properly to be covered by separate insur- 
ance, with payment of the appropriate rate. To include them in the coverage, in- 
creasing the rate proportionately, would be to discriminate against those not faced 
with the additional hazards, a danger always encountered in drawing up truly com- 
prehensive forms. 


*7 Id. at 223. ** 1d. at 147-148. 
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VII 
Tue INsuRANCE SURVEY 

What, specifically, is an insurance survey, and how may surveys help in im- 
proving property insurance coverage? In the earlier discussion it was indicated that 
a survey consisted of a careful listing of insurance needs, notation of existing insur- 
ance, and recommendation of needed adjustments or additional insurance. A more 
complete description will now be undertaken, followed by an analysis of the kinds 
of information revealed by a survey, the adjustments that may be called for, and the 
benefits derived by the insured.”® 

The first step in using the survey method, of course, is to secure the cooperation 
of the client. This is a part of the selling problem with which we are not here con- 
cerned. It is assumed, therefore, that the client has agreed to cooperate with the 
agent, and has supplied all the information requested. The first step, then, is to 
make a complete listing on forms available for the purpose, of all existing insurance 
covering the property, operations, and activities of the client. The forms used pro- 
vide for the grouping of policies according to kind of coverage, with space for an 
analysis of policy provisions, endorsements, descriptions of property and interests 
therein, description of operations, rates, and other pertinent details. 

The next step is to analyze the risks faced by the client. A form, which serves 
also as a check-sheet, may be used for the risk analysis. The necessary information 
will have been secured directly from the client, from his books and records where 
necessary, and, if desirable, from a physical inspection of his property and operations. 
From the descriptive information appearing on the risk analysis form, needed in- 
surance coverage may be determined. With this may be compared the insurance 
already owned. If important hazards have been left uninsured, if there is under- 
insurance or overinsurance, if policies overlap, conflict, or are non-concurrent, neces- 
sary adjustments are recommended. Recommendations, with reasons, are usually 
presented separately. 

A well executed survey seldom fails to produce information calling for some 
adjustment in the insurance coverage. Need for adjustment is not due, necessarily, 
to any fault in providing the original insurance. It may be due solely to changes in 
conditions. Frequently, however, it is due to the purchase of new insurance piece- 
meal, without proper regard to existing insurance. Some specific examples of con- 
ditions requiring changes in coverage are worth noting. 

Property values change constantly, during some periods with great rapidity. Thus, 
property insured for the proper amount at one time may later be overinsured. If 
such is the case, the amount should be reduced and a premium saving effected. 
Or the property may be underinsured, resulting in the possibility of a greater loss 
than can be recovered or, perhaps worse, failure to comply with requirements of 


*°The subject of insurance surveys is treated comprehensively by Morrow and Lonergan in. their 
monograph, RatpH E. Morrow, INsurANcE SuRVEYS—BUusINEss AND PersonaL (rev. ed., George E. 
Lonergan, 1948). The writer has drawn upon this authoritative work in the discussion that follows. 
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the coinsurance clause with a resulting penalty in case of partial losses. A similar 
situation would exist if buildings, equipment, or stock had been expanded without 
a proper increase in insurance. 

Other changes may include changes in ownership, title, or interest in property 
which should be noted by endorsement on the policies affected. Certain operations 
may have been expanded or new ones started without proper adjustment in conse- 
quential loss, liability, or workmen’s compensation insurance. Conversely, opera- 
tions may have been discontinued without making needed changes in insurance. 
Or new employees may have been added, creating new fidelity risks which are not 
covered by existing bonds. 

Even where there have been no fundamental changes such as those just men- 
tioned, the survey frequently benefits the client by calling to his attention certain 
defects and pointing the way to their correction. The audit of policies includes a 
careful review of rates and premium computations to determine if they are correct. 
Occasionally errors are detected, the correction of which results in a saving. Or a 
saving in premiums may be possible by the use of a coinsurance clause. Loss pre- 
vention devices may have been installed entitling the insured to a rate reduction of 
which he is not aware. Or policy provisions may be unknowingly violated but per- 
mits may be available without charge to remove the violation. A vacancy or un- 
occupancy permit would be an example. 

Then there is the matter of the most appropriate coverage for a particular hazard. 
Separate fire and windstorm policies may have been purchased when extended cover- 
age could be provided for a similar cost and include insurance of additional hazards. 
Liability hazards may be insured under separate and uncoordinated policies, when 
a comprehensive form would give more adequate protection without additional cost. 
It may be desirable to replace a single risk burglary or robbery policy with a broader 
form or vice versa. 

The benefits to the public from use of the survey method should be clear. It may 
not always be the case that recommended additional insurance will be wanted. But 
the client is made aware of the risk and his absence of coverage. On the other hand, 
more effective or economical methods of insuring particular risks are always to be 
desired, and often such methods can be determined only by a systematic survey. 
And in any case, adjustments to changing conditions require a periodic review of 
hazards as compared with insurance. Thus the insurance survey finds its place 
as one more means of improving coverage and assisting the industry to perform its 
function more effectively. 


VII 


ProsLeMs AND Prospects oF NEEDED IMPROVEMENTS 


Certain defects in coverage as now written have been noted in the previous 
pages—gaps difficult or impossible to fill, lack of proper coordination between 
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existing policies affecting the same subject matter, the necessity of using awkward 
methods to provide needed coverage, and others. Attempts to improve the cover- 
age available should be directed toward correcting all such defects. Thus, considera- 
tion might well be given to the inclusion of limited workmen’s compensation cover- 
age in the comprehensive personal liability policy, to provide for the case in which 
an unusual or unexpected interpretation of the law exposes the insured to workmen’s 
compensation liability, as distinguished from common law liability for negligence. 
Such coverage might be made optional, or even subject to an audit of exposure to 
protect the company’s premium income. Automatic extension of the medical pay- 
ments coverage in the automobile policy might be provided to protect the minor 
children of the insured while riding in automobiles of others. Such insurance is 
needed to cover children participating in informal school transportation pools. Pro- 
tection may be afforded, if at all, only by endorsement of the automobile policy. 

An apparent gap in the coverage afforded by the extended coverage endorsement 
might well be given attention. The explosion insurance provided by the endorse- 
ment excludes loss due to explosion of a steam boiler “located in the building(s) 
described in this policy.” Apparently, the tenant of an apartment, with fire and 
extended coverage insurance on his household goods, would not recover for loss 
caused by explosion of the boiler used to heat the building. Consideration might 
well be given to specific inclusion of such a loss under the circumstances cited. Other- 
wise, the only insurance of this hazard available would be a separate steam boiler 
policy written in the name of the tenant! Other similar situations have been sug- 
gested and need not again be cited here. 

In the previous discussion some illustrations of the progress and benefits of 
standardization were noted. In the fire insurance field, adoption of a basic standard 
policy is almost universal. And the dwelling and contents form and extended 
coverage endorsement have been pretty generally standardized throughout the various 
jurisdictions. But much needs yet to be done. In a speech before the 1949 conven- 
tion of the National Association of Insurance Agents in Chicago, Paul E. Keedy 
stressed the need for increased uniformity in the clauses in use in various jurisdic- 
tions.2° He mentioned specifically the coinsurance, consequential loss, reinstatement, 
and watchman clauses, among others, which require study and re-editing for uni- 
formity and coordination with the standard fire policy. When this task has been 
completed, standardization of the numerous forms other than the dwelling and 
contents form may be undertaken. 

But perhaps the most needed improvement in available insurance coverage, from 
the standpoint of the public, is a wider recognition of the principle on which the 
combination automobile policy is based—the tendency of the public to think in terms 
of the hazards surrounding particular types of property, as a unit. Automobile 
owners, for example, do not clearly distinguish between damage done to the auto- 


*° Keedy Seeks Uniformity, Eastern Underwriter, Sept. 23, 1949, p. 36. 
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mobile and damage done Sy the automobile. “Automobile insurance,” to the average 
insured, usually means insurance of both material damage and liability. Similarly, 
residence insurance, to be of the greatest value, should include the major hazards of 
both direct loss or damage and liability, including liability for the acts of members 
of the household. To this end, revival and extension of the combination residence 
policy would appear to be highly desirable. 

The amendments to state insurance laws to permit multiple-line underwriting 
would seem to make such a development fully feasible. Already some steps have 
been taken in this direction. For example, a few fire insurance carriers in a few 
states have filed an endorsement to be attached to the extended coverage endorse- 
ment, adding the peril of theft to those covered by the policy. The insurance pro- 
vided is somewhat more restrictive than the casualty residence and outside theft 
policy, both as to hazards and as to property covered. Moreover, the fire policy 
with extended coverage and residence theft, the casualty residence and outside theft 
policy, or even fire and extended coverage together with residence and outside theft 
insurance, fall somewhat short of the protection afforded by the personal property 
floater. None of these forms, except the fire policy, applies to the dwelling itself, 
and none, including the fire policy, provides any liability or medical payments 
coverage. 

Some companies have attacked the problem of combination coverage on a some- 
what broader basis. Widespread interest was aroused some months ago when one 
group within the industry announced its intention to introduce a new “all risks” 
insurance policy for dwellings and other types of buildings.** The policy had been 
found acceptable under the laws of seventeen states and others were expected to 
approve it, in some cases after amendment to the insurance laws.*? Meanwhile, a 
Pennsylvania company introduced a new “packet” policy, approved under the 
multiple-line underwriting powers of that state.2* Basically, the policy, including 
optional coverages, combines automobile liability and material damage, personal lia- 
bility, fire and extended coverage, and residence and outside theft. Apparently, 
however, coverage on the dwelling itself is excluded. Another company has been 
writing a similar policy for some time, the particular coverages included depending 
on rules of the state in which it is offered. In California, and perhaps other states, 
the coverage includes those hazards enumerated above, plus fire and extended cover- 
age on the dwelling. Thus, individual companies, taking advantage of the newly 
granted multiple-line underwriting powers, are striking out into one important field. 

In spite of the advances already made, however, realization of the maximum 
benefits of multiple-line underwriting must await the development of even more 
revolutionary methods. The policies introduced so far, merely combine, apparently, 


*? All Risks Policy for Dwellings, Rough Notes, July, 1949, p. 47. 
*? Development of an All Risks Dwelling Policy, Rough Notes, August, 1949, p. 9; Mutual Plan 
Progresses, Eastern Underwriter, August 5, 1949, p. 20. 
*° Manufacturers Casualty New Packet Policy, Eastern Underwriter, Dec. 16, 1949, p. 27. 
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coverages previously written separately. If gaps existed before, they probably still 
exist, even though the coverages are combined. But as experience with the combined 
coverage grows, any such gaps will undoubtedly be discovered and means found to 
fill them. The final step will be to devise a truly comprehensive form in which 
each separate coverage will be an integral part of the whole, fully coordinated with 
all the others. 


IX 


CoNcLUSION 


In the preceding pages the forces at work to improve the property insurance 
coverage available to the public have been indicated, together with some description 
of how they operate. The improvements already accomplished are substantial. They 
have been illustrated and analyzed under the headings of standardization, moderni- 
zation and simplification, liberalization, comprehensive and all-risk policies, and the 
insurance survey. 

In spite of the accomplishments to date, many problems still lie ahead. Additional 
standardization and uniformity are needed. Even in the fire insurance field, where 
a standard policy is used almost universally, uniformity is still lacking in clauses and 
forms. Further simplification is desirable in nearly all fields. And realization of 
the full potentialities of comprehensive, combination, and all-risk policies undoubtedly 
lies ahead. 

Under the latitude now permitted by multiple-line underwriting powers, indi- 
vidual companies are beginning to devise and to offer a truly comprehensive material 
damage and liability policy covering the residence, automobile, and personal activities 
of the individual and his family. But until this policy becomes a fully integrated 
whole rather than a series of separate policies bound together under a single cover, 
its development will not have been completed. Experience with the combination 
residence policy may serve to indicate how much further the combination principle 
should be carried. 











THE SPECIAL NATURE OF THE INSURANCE 
CONTRACT: A FEW SUGGESTIONS FOR FURTHER 
STUDY 


“What do they know of the law of the insurance contract who only the 
law of contract know?”* 


Frankuin M. Scuuttzt 


John Doe picks up the phone and dials his insurance agent. “I just bought my 
wife a mink coat for our twenty-fifth anniversary,” says Doe. “It set me back 
$3,500. I’d like to insure it at full value.” 

“Sure,” replies the agent, “I'll write it up on a floater right away and send you 
the policy. The premium will run about $64.” Several weeks later Doe receives 
the policy and a bill in the mail. He notes the policy is a “fur floater” and in the 
amount of $3,500. He puts it in his strong box and writes out a check for the 
amount of the bill on the first of the month when he pays his other monthly bills. 

If you were to ask Doe what he has done, he would probably say that he has 
“bought” some insurance. From whom has he bought it? His local agent—the 
one that handles his “general” insurance; another agent handles his life insurance. 
Does he know which company issued the policy? No, and he doesn’t care. Does 
he question the amount of the premium? No—he understands that is “standard.” 
Does he know whether his wife’s coat is covered under all circumstances? No—he 
hasn’t read the policy; he tried to read one once and fell asleep in the process; he 
assumes his agent took care of full coverage. Does he know how long the policy 
runs? No—he assumes three years; the agent always takes care of renewals and bills 
him as a matter of course. Has he signed any paper? No—he never does in these 
insurance deals unless it involves life insurance. Does he realize he has entered into 
an insurance contract? No—he has never thought of it in that way. 

Now, if one were to ask what John Doe has done in the “eye of the law,” the 
response would probably be: Doe has entered into a unilateral, aleatory contract, the 
consideration on his side being the payment of an insurance premium, the considera- 
tion on the other side being a promise to indemnify for a three year period in the 
event the mink coat disappears—subject to numerous conditions, as, for example, that 
Doe make proof of loss within sixty days, cooperate with the insurer in recovering 
the property, bring any action against the insurer within two years, etc. Should Doe 
fail to comply with any of these conditions precedent or subsequent, as the case may 
be, he cannot recover from the insurer. 


* Epwin H. Wooprurr, SELECTION OF Cases ON THE Law oF INsURANCE 5 (2d ed. 1924). 
+ A.B. 1939, LL.B. 1942, Yale University. Assistant Professor of Law, Indiana University School 
of Law. Member of the Ohio Bar. 
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There are at least two points to make about the “lay” as compared with the 
“law” reaction to this simple business transaction. One is that “language-wise” they 
are poles apart. Doe is speaking of having “bought” something, which he may call 
“protection” or “coverage”; the law speaks of his having entered, through bargain- 
ing and negotiation, a “contract”—a consensual, continuing relationship. Second, the 
legal term—unilateral, aleatory contract—which the “law” uses to classify Doe’s 
transaction embraces many other commercial and non-commercial transactions. Doe, 
for example, would have entered into a unilateral, aleatory contract if he had given 
a prospector $100 to stake out a claim in Alaska in return for the prospector’s promise 
of $10,000 if the grubstake turned out to be a bonanza. Yet, traditionally in both 
the insurance and grubstake transactions, the contractual presuppositions are the 
same: each party knew with whom he was dealing; each bargained, haggled, or 
dickered over the consideration to be received; each knew exactly what he was 
receiving in return for what he gave (a premium or cash for a promise of cash in 
the future on the happening of a contingency—loss of a mink coat or “striking it 
rich”); and finally, each assented to the “bargain” in every respect, é.c., there was a 
“meeting of the minds.” Crane, J., speaking for the New York Court of Appeals, 
summarizes the traditional view thus: “A contract for insurance is no different than 
any other contract. The insurance company is entitled to have its contract enforced 
by the courts as written.” But one need only run through modern legal literature 
to discover that there has long been a strong dissent from the traditional tendency 
to lump insurance contracts with other contracts. Burch, J., speaking for the Kansas 
Supreme Court, was among the first to strike this dissident note. “The subject, 
therefore, is sui generis, and the rules of a legal system devised to govern the forma- 
tion of ordinary contracts between man and man cannot be mechanically applied 
to it.” If one were to paraphrase Judge Burch’s phrase “sui generis” in modern 
terms, it might read: Insurance protection, first, is a necessity, in almost a class with 
everyday utilities such as water, gas, and light. As in the case of utilities, neither 
the price nor other terms are bargained for. Embodied in a printed, standardized, 
mass-produced form, drawn up by the insurer’s lawyers, and presented to the buyer 
as a finished product, insurance is one of the few complicated legal transactions a 
layman enters into without a lawyer at his elbow. It is undoubtedly as detailed 
and complex as a contract for the sale of land, a deed, or a will, none of which a 
careful layman would undertake to negotiate without benefit of counsel. Moreover, 
the insured deals directly with an agent and is seldom concerned about the identity 
of the principal (except in life insurance). Once received by the insured, the policy 
is seldom read, almost never fully understood. In a word, an insurance transaction 
is a one-sided “bargain”; if it merits the label “contract,” it is in a very specialized, 
not an ordinary, sense. 


* Drilling v. New York Life Ins. Co., 234 N. Y. 234, 241, 137 N. E. 314, 316 (1922). 

* Pfiester v. Missouri State Life Ins. Co., 85 Kan. 97, 102, 116 Pac. 245, 247 (1911). I am indebted 
to Dean Havighurst for pointing out the juxtaposition of this opinion with the Drilling case, supra note 1, 
in Georce W. Gosie, Cases AND OTHER MATERIALS ON THE Law oF INsURANCE 872, 876 (2d ed. 1949). 
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It is not the purpose of this article to examine the validity of such a modern 
definition of the typical insurance transaction by means of an exhaustive study, but 
rather to inquire whether recent developments in insurance law justify some such 
study and, if so, to suggest some possible avenues for investigation. 


I 
Construction oF INsuRANCE ContTrRACTs IN GENERAL 


Despite Justice Holmes’s sweeping statement that “no rational theory of con- 
tract can be made that does not hold the assured to know the contents of the 
instrument to which he seeks to hold the other party,”® and the Restatement’s black 
letter rule binding a party who should have “reasonably” understood an offer or 
proposed contract, “though ignorant of the terms of the writing or of its proper inter- 
pretation,” all the king’s horses and all the king’s men have been unable to hold to- 
gether this principle—the so-called objective theory of contracts—as it relates to in- 
surance agreements. Long ago Professor Vance, one of the great experts in insur- 
ance law, asserted that the public at large and some courts acknowledged “the pre- 
vailing business custom” of “even careful business men” not to read their policies 
but to rely on “the accuracy, skill and good faith of the agent.”* Williston in his 
monumental treatise on contracts also acknowledges the large number of decisions 
which can be explained only by the “well-recognized, though negligent, practice of 
most purchasers of insurance not to read their policies, but to rely on the agent’s 
good faith and skill.” 

In fact, the improbability that the ordinary insurance buyer will read his policy 
has led to practical abandonment of the parol evidence rule in insurance cases on 
the ground that it is unrealistic to speak of “integration” where there is no true bar- 
gain or acceptance.’ Similarly, the cases are legion where, the insured having relied 
on the unauthorized oral representation of the insurer’s agent, the familiar waiver, 
estoppel, and reformation devices have been used to overcome the failure of the 
insured to note that the contents of the policy differed from the agent’s representa- 
tion. 

Moreover, although many judges pay lip-service to the proposition that an insur- 
ance contract should be construed as any other contract, the real purpose of the 
construction being to give full effect to the expressed intention of the parties,” it is a 
matter of common knowledge that where any doubt or ambiguity exists in an insur- 
ance policy it will be resolved against the draftsman, i.e., the insurance company. 


* Lumber Underwriters of New York v. Rife, 237 U. S. 605, 609 (1915). 


“ RESTATEMENT, CONTRACTS §70 (1932). 
®Wittram R. Vance, HANDBOOK OF THE Law oF INSURANCE 215 (2d ed. 1930). 
*SamueEL WILLIston, A TREATISE ON THE Law oF Contracts §751 (rev. ed., Williston and Thomp- 


son, 1936). 
™ See Note, 47 Harv. L. Rev. 1010 (1934). 
* See Note, 62 Harv. L. Rev. 87 (1948); Comment, 35 Yate L. J. 203 (1925). 
® VANCE, Op. cit. supra note 5, at 689-690. 
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This so-called rule of strict construction is the hallmark of a “contract of adhesion”’® 


of which insurance is the classic example. The premise is that the insurance con- 
tract is drawn up by the insurance company, which, staffed with expert legal counsel, 
has drafted the policy to serve its best interests and that the insured, who—usually 
without the benefit of any counsel—merely “adheres” to it, has little choice as to its 
terms." Consequently, the company must pay the penalty for any ambiguity it 
unluckily creates in the process. Worse still, from the company’s point of view at 
least, is the tendency of the courts to “discover” such ambiguities. Take New 
York Life Insurance Co. v. Hiatt,” for example. The question was whether a 
beneficiary could recover double indemnity on a life insurance policy when the 
insured’s death resulted from the inhalation of carbon monoxide, one of the nine 
causes excepted from the double indemnity rider. In mistaken compliance with a 
California statute requiring a brief description to be printed on the first page and 
the filing back of the policy, the company had stamped on the cover page in purple 
ink: “Double Indemnity for Fatal Accident.” This was its undoing. The ninth 
circuit affirmed the district judge’s conclusion that the stamped writing superseded the 
printed rider, saying :" 

... to the lay mind the phrase represents the concise expression of a readily comprehensible 
thought. The average layman knows what double indemnity means and he has a pretty 
fair notion of what a fatal accident is. To him the term comprehends all forms of death 
suffered accidentally. Not inconceivably, the presence of the stamped matter was the 
decisive factor in effecting the sale of the policy. 


There was no evidence of any reliance by the insured on the stamped matter or 
on any related representation by the soliciting agent or the company’s advertising 
matter. Yet a unanimous court thought that even if the insured had read the 
whole instrument, it would probably leave in his “uninitiated mind the belief that 
the specially stamped phraseology was intended to afford a measure of protection 
broader than that indicated in the printed language of the rider.”"* 

Sic semper the insurer. You may not be able te tell a book by its cover, unless it’s 
an insurance policy—and you are the beneficiary. 

One would expect this one-way street, the strict construction canon, to have passed 
into oblivion once the statutory insurance form had entered the stage. If the legis- 
lature prescribes a standard form of policy or standard provisions to be incorporated, 
or the insurance commissioner has approved a company form, it can hardly be said 
the policy was “drafted” solely by the company.’® As a matter of fact, since such 

© Patterson, in The Delivery of A Life-Insurance Policy, 33 Harv. L. Rev. 198, 222 (1919), first 


introduced the term from the French law into our vocabulary. 

™ Ibid. 

22140 F. 2d 752 (oth Cir. 1944). 73 Id. at 753. 

14 Tbid.; cf. Northern Trust Co. v. The Central Life Ins. Co., 274 lil. App. 551 (1934). 

18 Some courts have abandoned the strict construction rule in this instance. See, e¢.g., Wilcox v. 
Massachusetts Protective Ass’n, 266 Mass. 230, 165 N. E. 429 (1929); Rosenthal v. Insurance Co. of North 
America, 158 Wis. 550, 149 N. W. 155 (1914); Gallopin v. Continental Casualty Co., 290 Ill. App. 8, 


97 N. E. 2d 771 (1937). 
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policy provisions are presumably drafted by the state agencies, representing all the 
policyholders, logically, the language should be construed against the insured rather 
than the company.’® But the logic of this argument fails to square with the case 
results. In the main the courts still reach judgment for plaintiff by construing the 
standard policies against the company, just as if they were still drafted by the com- 
pany.?? 

The judicial rationales make interesting reading. As early as 1911, a North Caro- 
lina court, quoting Professor Vance, stated that since the “terms of these statutory 
policies were chosen with reference to the construction given by the precedent cases 
to similar terms in other policies, and, therefore, ought to be regarded as being used 
in the sense of their previous construction,”'® there was no reason to abandon the 
strict construction rule. The court also explained that the statutory terms were 
really chosen by the underwriters with particular reference to their own interests, 
and hence should be construed strictly against them as the real villains of the piece. 
Such a charge could be well substantiated as to the 1886 standard fire policy, which 
was prepared exclusively by the New York Board of Fire Underwriters (a private in- 
surance group),’® but could hardly be supported as to the latest 1943 standard 
policy.” A recent North Carolina court has added this rationale: “The rights of 
the parties after the policy has been issued must be ascertained and determined in 
accordance with the terms and provisions of the contract and derive no extra validity 
by reason of the fact that the form is prescribed by law.”** In other words, even 
though the form of the policy is legislatively prescribed, the insurance contract still 
derives its validity from the “consent” of the parties.”* 

Logic, it seems, particularly as related to the contract canons of construction, finds 


little support in the insurance literature. 
II 
Tue Lire Cycre or a Lire [Nsurance Contract 


In addition to the study of the peculiar rules of construction just noted, another 
way to determine whether modern judges recognize the uniqueness of the insur- 
ance contract is to examine in terms of recent litigation several phases in the life 


16 See Calhoun, The Liberal Construction of Insurance Contracts, 1 Conn. Bar J. 49, 50 (1927). 

17 VANCE, op. cit. supra note 5, at 691. 

18 Gazzam v. German Union Fire Ins. Co., 155 N. C. 330, 338-339, 71 S. E. 434, 438 (1911). 

1° Epwin W. Patrerson, THE INsuRANCE COMMISSIONER IN THE UNITED SraTEs 249 (1927). 

*° Patterson, Insurance Law During the War Years, 46 Cov. L. Rev. 345, 347 (1946). 

*! Atlantic Joint Stock Land Bank of Raleigh v. Foster, 217 N. C. 415, 419, 8 S. E. 2d 235, 237 
(1940). 

**Tt has also been suggested that “even a statute adopted for the purpose of avoiding the equivocalities 
of company-drafted policies may be ambiguous. In such a situation, public policy may similarly require 
construction against the insurer, by predicating it not upon the drafter’s fault, but upon the risk-sharing 
purpose of insurance.” 44 Co. L. Rev. 766, 770-771 (1944). It is a little difficult to see how the insurers 
could share the risk of “ambiguities” in the statutory form unless they could pre-estimate the cost of 
litigation and judgments resulting from discoverable ambiguities and increase the premium rates accord- 


ingly. 
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history of an insurance contract. For this purpose the life insurance transaction is 
probably better laboratory material than fire, casualty, or some other type of in- 
surance. From the average individual’s point of view, life is the keystone of insur- 
ance protection; it represents not only the sole security but the bulk of total savings 
and most acceptable loan collateral of the vast majority of people. As compared with 
fire and casualty, it also comes closer, though not very close, to the classical bar- 
gained-for contractual transaction. At least, between the first approach of the life 
agent (“no one has endurance like the man who sells insurance”) and the delivery 
of the policy there is a waiting period which may suggest the possibility for 
negotiation, bargaining, perhaps even re-drafting. The insurer examines the subject 
of the contract, the insured, before delivery, not after, as in casualty insurance. 
Here the insured signs a paper, not the policy, it is true, but an application which 
becomes a part of the policy. Hence, if the label “contract” in its classical sense is to 
fit any modern insurance transaction (other than re-insurance, reciprocal insurance, 
or the like where near equal bargainers are involved), life insurance would appear 
the most likely candidate. 


A. Formation of Contract: The Application for Life Insurance 


To trace the life cycle of a life insurance contract, one normally begins with 
the application. At this stage an investigation discloses two frequently recurring 
contract-formation situations which reveal unusual judicial attitudes. One is where 
the life insurance applicant dies while the company is still processing his application 
and it is charged that the company has unreasonably delayed approval. The other 
is where under. similar circumstances it is alleged that the applicant was already 
“insured” because he had paid the first premium and received a “binding receipt” 
in return. 

Professor Kessler has recently demonstrated that courts which have dealt with 
the first situation have been unable to agree as to who shall bear the risk of “loss 
without insurance” caused by the unreasonable delay of the insurer.”* Those courts 
which view the application as a “bare offer” imposing no liability on the company 
until it is accepted, cannot find the “acceptance” essential to recovery in contract, 
nor can they find the requisite consideration for an implied promise on the part 
of the company to act promptly, since the applicant is free to withdraw his offer 
at any time before acceptance and seek insurance elsewhere. Though there is an 
almost unanimous feeling’ against recovery in contract as “contrary to the well 
settled principles of contract law,” the majority of courts still allow recovery by the 
“back door,” so to speak, on a tort theory. The failure of the company to take 
prompt action is said to be tantamount to a breach of a general duty towards the 

28 Kessler, Contracts of Adhesion—Some Thoughts About Freedom of Contract, 43 Cor. L. Rev. 629 


(1943). 
24 4 few courts have based recovery on contract. E.g., Columbia Nat. Life Ins. Co. v. Lemmons, 


06 Okla. 228, 222 Pac. 255 (1923). 
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public to act without undue delay on applications involving acceptable risks. Kessler 
says that the courts which espouse this view 


are sure that the policy of insurance cannot be treated like any other contract. The state, 
by granting a franchise to the insurance company, by regulating and supervising its 
business, recognizes the great social importance of insurance business; it is, therefore, in 
the public interest that applications for acceptable risks shall not be unduly delayed. Thus 
the courts pay merely lip service to the dogma that the common law of contracts governs 
insurance contracts. With the help of the law of torts they nullify those parts of the 
law of contracts which in the public interest are regarded as inapplicable. 


The second situation to reveal an unorthodox judicial attitude toward forma- 
tion-of-contract principles centers around the legal consequences of prepayment of 
the first premium by a life insurance applicant who dies subsequent to the medical 
examination but prior to final approval. Gaunt v. John Hancock Mutual Life Insur- 
ance Co.” posed the problem to one of our most distinguished courts. The relevant 
facts were simple. On August 3, Gaunt signed a life insurance application and paid 
the soliciting agent the full first premium for which he received a receipt which read 
in part: “if the company is satisfied that on the date of the completion of [the medical 
part] of this application I was insurable and if this application [including the 
medical part] is, prior to my death, approved by the company at its Home Office, 
the insurance applied for shall be in force as of the date of completion of [the medi- 
cal part].”?7 On the same day the company’s local examining physician found 
Gaunt insurable and recommended the risk for acceptance. After the company 
received satisfactory reports from several re-examinations of Gaunt made at its re- 
quest, the medical department of the home office on August 26 approved the applica- 
tion from a medical standpoint. But the home office, having received word on the 
same day that Gaunt had been killed prior to this medical approval, refused to give 
the application final approval, though the trial judge found that if Gaunt had lived, 
it would have done so. 

It was evident that the application was not finally approved at the home office 
“prior to” Gaunt’s death. Nevertheless, Judge Learned Hand, speaking for the court, 
afirmed a judgment for Gaunt’s beneficiary. Admitting that, literally read, the 

36 Td. at 635. Kessler’s incisive comment raises the question whether the insurance contract is “affected 
with a public interest.” Ever since the landmark German Alliance Ins. Co. v. Kansas, 233 U. S. 389 
(1914), it has been assumed almost without question that the insurance business, in its various ramifi- 
cations, is “affected with a public interest.” Justice McKenna, speaking for a bare majority, there 
recognized that insurance contracts had “greater public consequences than contracts between individuals 
to do or not to do a particular thing whose effect stops with the individual.” Jd. at 413. There is no 
intimation, however, that the Court regarded “the insurance corporation as a public service company, 
under a legal duty to insure upon reasonable terms all properly qualified applicants—just as a railroad 
company is under a similar duty to furnish transportation,” a point toward which, Patterson once sug- 
gested, the law might be tending. Patterson, supra note 10, at 216. At most, the insurance business 
is a quasi-public utility, although as a constitutional matter, it is arguable that the states always had, 
and the federal government now has, the power to regard it as a full-fledged public utility, owing duties 
to the public as to the negotiation and writing as well as the pricing of its contracts. 


® 160 F. 2d 599 (2d Cir. 1947), 60 Harv. L. Rev. 1164. 
®T Id. at 599-600. 
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clause did not cover the insured if he died after completion of the medical part but 
before approval at the home office, Judge Hand searched the record for a rational 
quid pro quo which the insured might have received for having prepaid the first 
full premium. Unpersuaded by the company’s recital of six incidental benefits,”* 
Judge Hand took the position that”® 


an underwriter might so understand the phrase, when read in its context, but the applica- 
tion was not to be submitted to underwriters; it was to go to persons utterly unacquainted 
with the niceties of life insurance, who would read it colloquially. It is the understanding 
of such persons that counts; and not one in a hundred would suppose that he would be 
covered not “as of the date of completion of. [the medical part],”. as the defendant 
promised, but only as of the date of approval. . . . the ordinary applicant who has paid 
his first premium and has successfully passed his physical examination, would not by the 
remotest chance understand the clause as leaving him uncovered until the insurer at its 
leisure approved the risk; he would assume that he was getting immediate coverage for 
his money... . A man must indeed read what he signs, and he is charged, if he does not; 
but insurers who seek to impose upon words of common speech an esoteric significance 
intelligible only to their craft, must bear the burden of any resulting confusion. 


But Judge Clark, concurring, could not find this “confusion” in the company’s 
forms of application and receipt. Between equal bargainers, the Judge noted, there 
was no question but that the insurance was not intended to take effect until the 
condition precedent of home office approval was met, and that it then dated back 
to an earlier time. Furthermore, was it not a little late for his experienced brethren 
(the two Hands) to “evince surprise” at a condition as widely used as this receipt 
form? Judge Clark favored the result, however, because the course of negotiations 
required and controlled by the insurance company was “unpardonable,” but he 
would place the result squarely on the inequity of this kind of bargaining rather 
than upon a strained interpretation which “seems sure to produce continuing un- 
certainty in the law of insurance contracts.”*° 

Judge Clark doesn’t spell out what was “unpardonable” in the course of negotia- 
tions between the applicant and the company. The facts as stated by Judge Hand 
include no representation by the soliciting agent that the insurance was to be 
effective from the moment Gaunt paid and the agent gave Gaunt a receipt for the 
first premium. Was it unpardonable for the company to take Gaunt’s money and 
hand him a form receipt which deferred its liability until final approval of the 
application? Judge Clark may be sugggesting something of this sort. If so, he is 
attacking a basic method of selling life insurance employed by some of the leading 


**The six possible “advantages” to the insured were: “(1) The policy would sooner become in- 
contestable. (2) It would earlier reach maturity, with a corresponding acceleration of dividends and cash 
surrender. (3) It would cover the period after approval and before issue. (4) If the insured became 
uninsurable between completion and approval, it would still cover the risk. (5) If the insured’s birthday 
was between completion and approval, the premium would be computed at a lower rate. (6) When the 
policy covers disability, the coverage dates from completion.” Id. at 601. It is fairly certain that in 
any other contract situation, these six advantages would satisfy any minimal theory of consideration. 

2° Id. at 601-602. 

*° Id. at 603. 
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life companies every day of the week, and presumably approved by the state insur- 
ance departments. What would Judge Clark consider an “equitable” course of 
dealing? ‘Temporary coverage such as is given for fire and casualty insurance? 
But this would put the life insurer in a precarious position in the event the applicant 
was found to be uninsurable. No one will deny that the life insurer should have 
a reasonable time to investigate an application from both a medical and financial 
standpoint. But at the same time, the insurer would like to protect itself against 
an out-of-pocket loss for medical and investigation expenses in the event the appli- 
cant backs out. As Judge Clark points out, some companies obtain the desired 
result by making the insurance effective from the date of the medical examination 
if the insurer in its judgment shall be “satisfied” as to the insurability of the 
applicant on that date. Several writers have favored the “satisfaction” type receipt 
form as the more desirable business practice.** Judge Clark would frankly redraft 
the contract to read in terms of this better practice because of the inequitable bar- 
gaining which occurred; Judge Hand would call the receipt form ambiguous and 
construe it against the draftsman under the strict construction rule. Either device, 
equitable or interpretative, leads to the single conclusion that in the formation of life 
insurance contracts, some judges will not be bound by classical rules of general 


contract. 
B. Performance: Aviation Risk Exclusion Clauses in World War II 


Performance in a life insurance contract, as compared with other types of insur- 
ance, is aleatory only in the sense that the time of the insured event is fortuitous, the 
event itself being as inevitable as taxes. For purposes of actuarial computation, the 
life insurer seeks to limit performance on the insured’s death to normal, ascertainable 
risks; hence it rules out extra-hazardous occupations. Until recently, most companies 
attempted to rule out any participation in aviation as such an abnormal risk, not only 
in ordinary life policies but in their accidental death benefit and double indemnity 
provisions. The accent on aviation in the recent war resulted in a spate of 
opinions construing these aviation exceptions. 

The aviation clause made its debut in the Twenties when participation in aviation 
was still a daredevil stunt. Some of the early clauses, which were clearly directed 
against any and all kinds of activity having to do with flying, were actually not put 
to the test until the late Thirties or Forties, by which time commercial aviation had 
become both customary and respectable. In 1931, the New York Court of Appeals 
was called upon in the Gibbs case** to interpret a double indemnity clause “for 
death by accident, unless it should result from or be caused directly or indirectly 
by ‘... engaging as a passenger or otherwise in submarine or aeronautic expedi- 
tions.’ ”* The insured was killed while a passenger on a commercial flight. The 


*1See Havighurst, Life Insurance Binding Receipts, 33 Itt. L. Rev. 180, 186 (1938); Comment, 
Operation of Binding Receipts in Life Insurance, 44 Yace L. J. 1223 (1935). 

** Gibbs v. Equitable Life Assurance Society, 256 N. Y. 208, 176 N. E. 144 (1931). 

** Id, at 209, 176 N. E. at 144. 
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court, recognizing that in “1924, when this policy was written, submarines, airplanes, 
dirigibles, even balloons had not been developed to the condition in which they 
exist today,”** decided the clause intended to exclude every aviation risk, even 
regularly scheduled commercial flights. A dozen years later, however, when the 
New York Court of Appeals in the Hartol Products case** had to decide whether a 
1930 accidental death benefit clause (which excluded death resulting “ ‘from having 
been engaged in military or naval service in time of war; or in submarine operations 
or in aviation or aeronautics, as a passenger or otherwise . . . .’”)*® covered the in- 
sured who had been killed while a fare-paying passenger on a regularly scheduled 
flight over an established route, the beneficiary was permitted to recover the $50,000 
at stake. Though the clause read practically word for word like the one in the Gibbs 
case, this time the court found abundant ambiguity in the word “engaged” (par- 
ticularly its use in an occupational sense in reference to military service and sub- 
marine operations, and in a different sense in reference to aviation). Appealing to a 
lay reaction to this “ambiguity,” the majority asserted that the “average person 
applying for a policy would no more think of a passenger on an airplane as being 
engaged in aviation or aeronautics than he would think of a passenger on a railroad 
train as being engaged in railroading or a passenger on an ocean liner as being en- 
gaged in navigation.”*” In order to distinguish the Gibbs case, the court quoted 
“passenger air mile” statistics for 1930 to prove that a trip by air was not “uncommon 
for the average individual, was neither an extraordinary event nor accompanied by 
unusual hazards”**—a paraphrase of air travel in 1924 as described by the Gibbs 
court. The court saw nothing in the Gibds opinion to foreclose “consideration of 
current changes in the common understanding of the ordinary everyday meaning 
of words and phrases which changing conditions of life over a lapse of time have 
effected.”®® The lapse of time, it should be noted, was only six years, and the 
court did not take the pains to quote “passenger air mile” statistics for 1924.*° 

One would expect that the aviation risk clause would fare no better: in the war- 
time aviation death cases. In the 1946 Clapper case,“ the circuit court for the Dis- 
trict of Columbia construed a policy issued in 1928 providing for double indemnity 
“if the death of the insured occurs . . . from bodily injuries -effected solely through 
external, violent, and accidental means . . . [and] not . : . from an aeronautic 
flight . .. ,”4? to cover a situation where the insured, a famous correspondent, lost his 


*4 1d. at 210, 176 N. E. at 145. 

*5 Hartol Products Corp. v. Prudential Insurance Co. of America, 290 N. Y. 44, 47 N. E. 2d 687 
(1943). 

86 Id. at 46, 47 N. E. 2d at 689. 871d. at 48, 47 N. E. 2d at 689-690. 

88 Td. at 51, 47 N. E. 2d at 691. 

*° Lehman, C. J., and Desmond, J., dissented on the ground that “by the clear and unambiguous 
language of the policy the accident was excluded from the coverage of the ‘accidental death benefit 
provisions.’” bid. 

“°On the general problem, see the exhaustive study by Glass, Aeronautic Risk Exclusion in Life In- 
surance Contracts, 7 J. Air L. 305, 560 (1936). ; 

“1 Clapper v. Aetna Life Ins. Co., 157 F. 2d 76 (D. C. Cir. 1946), 14 U. or Cut. L. Rev. 693 (1947). 

“? Clapper v. Aetna Life Ins. Co., supra. 
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life while an invited guest-passenger on a naval flight in the Marshall Islands. Here, 
there was no justification for the court to bring the policy clause up to date, because 
it would not be within “common understanding,” that such a clause covered a 
military flight at the time of insured’s death any more than in 1928. Relying on 
Webster's New International Dictionary, the court suggested, however, that 
“aeronautic flight” had an occupational significance, and “even if this interpretation 
is subject to challenge, the same result would follow, since at best the phrase is so 
ambiguous as to compel a decision in favor of the insured.”** The decision is 
questionable on two counts: Was the phrase ambiguous? Even if so, would not a 
reasonable person expect it to exclude a military flight? 

On its side the insurer had as an additional excuse in many of the World War 
II cases a war risk clause. But the availability of a war risk clause often turned 
out to be a two-edged weapon. For example, in the Schifter case,** where in one 
clause the policy expressly excluded war-time military and naval service but by a 
later endorsement covered continental war service, and the insured was killed in a 
state-side training flight, admittedly excluded by the aviation risk clause, the New 
York court held the insured covered by the endorsement which spoke of all kinds 
of continental military service. Because of the internal contradiction, the result 
here seems reasonable. It does not, however, in the Conaway case* where the failure 
of the insurer to insert in the policy proper a war risk clause while incorporating it 
in the double indemnity clause led the Ohio Supreme Court.to draw the negative 
inference that the insurer did not intend its aviation risk clause to apply where the 
insured had met his death while piloting a military craft on a military mission. 
Though war was imminent when the insured applied for the policy, the majority 
interpreted the phrase in the policy “on account of the aviation hazard of the 
insured” to read “civilian aviation hazard” and accordingly gave judgment for 
the beneficiary.“© Even if war was not imminent, one wonders whether a reason- 
able man would not perceive that an insurance company concerned with the risks 
incident to civil aviation would a fortiori be concerned with the risk incident to 
military aviation. 

If the above cases can be considered at all typical, the courts seem here, as com- 
pared with their treatment of the formation-of-contract cases, to have done more than 
balance the scales in favor of the insured’s reasonable expectations. Perhaps the 
results suggest the extremes to which the “interpretative device” can be put, once 
it becomes accepted as a tool of judicial construction. 


“8 Id. at 77. 

“* Schifter v. Commercial Travelers Mutual Accident Ass’n of America, 183 Misc. 74, 50 N. Y. S. 
2d 376 (Sup. Ct. 1944). 

*® Conaway v. The Life Insurance Co. of Virginia, 148 Ohio St. 598, 76 N. E. 2d 284 (1947) (three 
judges dissented). 

*° See also Quinones v. Life & Casualty Insurance Co. of Tennessee, 209 La. 76, 24 So. 2d 270 (1945), 
where the aviation rider in the usual form covering fare-paying flights only was held to cover a routine 
military flight. 
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C. Discharge: Settlement Practices 


A third stage open to possible investigation in the life cycle of a life policy pre- 
sents itself after the death of the insured when the insurer attempts to “settle” with 
the beneficiary. Kellogg v. lowa State Traveling Men’s Ass'n,“ a 1947 Iowa decision, 
suggests that the classical contract rule of accord and satisfaction may be by-passed 
where a court concludes the insurer has been over-reaching in making a quick 
settlement with the beneficiary. In the Kellogg case the defendant insurer, a fraternal 
association, refused to pay the plaintiff beneficiary the full $5,000 in the membership 
certificate on the ground that the insured’s death, which occurred within an hour 
after a highway collision, had been “effected or aggravated by heart disease,” in 
which event the insurer’s liability was limited to 10 per cent, or $500, a check 
for which the company had sent the plaintiff in full settlement, and which check 
plaintiff had cashed. Though it is arguable that there was not an effective accord 
and satisfaction because the part payment was not tendered in satisfaction of a dis- 
puted or unliquidated claim and thus came within the prohibition of Foakes v. 
Beer,*® the Iowa Supreme Court stressed at some length that this was a situation 
“where the relationship between the parties is closely akin to a fiduciary one, and 
where the insurer should be most meticulous and conscientiously scrupulous to pro- 
tect the rights of the beneficiary and to give every opportunity to fully establish her 
rights."*° The spokesman for the three dissenting judges did not let the opportunity 
pass to point out that no authority was cited for this novel theory of fiduciary re- 
lationship which undercut the traditional assumption that “the parties were dealing 
at ‘arm’s length.’ Defendant owed to the beneficiary the duty it would owe to any 
other person with whom it dealt—the duty to deal uprightly."” In effect, the dis- 
senters did not see that the “settlement” in this case differed from one between a 
grocer and his debtor. 

The Kellogg case carries recognition of the inequality of the bargaining power 
of the parties beyond the negotiation stage over into the final settlement stage. In 
so doing it makes orthodox contract notions such as accord and satisfaction burst 
at the seams. Life insurance, of course, is not the only kind of one-sided transaction 
which has recently been subjected to the same kind of judicial treatment, as witness 
the railroad release cases.”* 


Ill 


LEGISLATIVE CONCERN WITH THE INSURANCE CONTRACT 


If, as the recent cases seem to indicate, the judges have such difficulty squaring 
the general principles of contract law with the facts of insurance life, one might 


*" Kellogg v. Iowa State Traveling Men’s Ass’n, 239 Iowa 196, 29 N. W. 2d 559 (1947), 16 U. oF 
Cu. L. Rev. 177 (1948). 

“89 App. Cas. 605 (1884). 

*° Kellogg v. Iowa State Traveling Men’s Ass’n, 239 Iowa 196, 213, 29 N. W. 559, 568 (1947). 

5° Id. at 232, 29 N. W. 2d at 578. 

5* See Frank, J., concurring in Ricketts v. Pennsylvania R. R., 153 F. 2d 757, 760 (2d Cir. 1946); 
cf. Callen v. Pennsylvania R. R., 332 U. S. 625 (1948). 
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expect the legislators to have stepped into the breach. Unquestionably, the legis- 
latures have been pressured into much remedial action in the last few decades, such 
as the development of the 1943 New York standard fire policy, the statutes con- 
verting strict warranties into representations, and the requirement of standard pro- 
visions in life policies. It is also true that both the life and fire insurance industries 
have recently been subjected to public scrutiny, the former in the 1940 TNEC in- 
vestigation,” the latter in the Congressional hearings before and after the 1944 
South-Eastern Underwriters decision..* The TNEC investigation was mainly con- 
cerned with the impact on the economy of life insurance company investment policy; 
the Congressional hearings on the South-Eastern case with monopolistic practices 
in the fixing of fire insurance rates. While the TNEC investigation directly at- 
tacked the problem of the relationships between insurer and insured in regard to 


agency practices and industrial insurance,” at no point was there a consideration of 


the basic nature of the insurance contract. The closest approach to the problem 
was one of the TNEC final recommendations that “the number of policy forms 
should be reduced and greater attention given to establishing standardized policy 
forms or policy provisions acceptable in all states. The present confusion in this 
field is most undesirable.”*° Sumner Pike in summarizing the investigation, pointed 
out that “we have . . . one or two of the [life] companies that had over 130 technically 
different forms of policy which could be presented.”** 


IV 


Lecat WRrirTING ON THE INSURANCE CONTRACT 

The judges, as I have indicated, have not been able to meet the challenge of the 
standardized life insurance contract largely because of the piecemeal fashion in 
which the problem has arisen in the litigated cases. The legislators, on their part, 
have recently been more concerned with the investment and price-fixing aspects of 
the problem than with its contractual side. One might expect that the legal writers, 
who occupy a relatively objective position, would have delved into the problem and 
come up with some recommendations directed toward either a legislative or judicial 
change of policy. It is surprising, therefore, to find a real dearth of American legal 
literature on the insurance contract qua standardized contract. There is nothing, 
for instance, comparable to Prausnitz’s pioneering study of English and continental 

°? See GEsELL anD Howe, Srupy or Lecat Reserve Lire INsuraNce Companies (TNEC Monograph 
“ cg Hearings before Subcommittees of the Committees on the Judiciary on S. 1362, H. R. 


3269, and H. R. 3270, 78th Cong., 1st & 2d Sess. (1943-1944.) 

** United States v. South-Eastern Underwriters Ass'n, 322 U. S. 533 (1944) (declaring insurance in 
interstate commerce). 

°° GesELL AND Howe, op. cit. supra note 52, §§XV, XVI. 

°° TNEC, Finat Reports AND RECOMMENDATIONS, SEN. Doc. No. 35, 77th Cong., 1st Sess. 42 (1941). 

*" Id. at 567. As to industrial insurance, Mr. Pike said: ‘The number of policy forms available and 
variations in policy provisions are highly undesirable and conducive to misrepresentation and misunder- 


standing on the part of the policyholder.” Id. at 598. 





























Tue SpeciaL Nature oF THE INsuRANCE CONTRACT 389 


standardized contracts.°* Cohen, Isaacs, and Llewellyn have probed the standardized 
contract in general,’ Llewellyn’s review of Prausnitz’s book being one of the 
most incisive short statements of the problem extant. Recently, Kessler has con- 
tributed a brilliant essay on the standardized contract and freedom of contract, with 
special reference to the insurance contract.°' Some of the best thinking on standard- 
ized contracts in general has, and this should come as no surprise, appeared in the 
student sections of the law reviews.®? But nowhere has there been a serious, full 
dress attempt to re-define the modern American insurance transaction as a sui 
generis matter. 

Perhaps the job is too big, or too dull. Admittedly, the volume of case law is 
overwhelming. In 1944—a war year—the reporter on insurance for the New York 
University Annual Survey examined 600 appellate decisions, only a part of the 
“flood of reported decisions . . . growing more unmanageable every year,” to stem 
which the late Sidney Post Simpson whimsically suggested a “moratorium on law 
reporting until legal thinking catches up with the writing of judicial opinions.”™ 


Vv 


SuGGEsTIONS FoR FurTHER STUDY 


If the legal writers—who occupy the enviable position of sitting on the sidelines 
and watching the lawyers, judges, legislators, and administrators “operate” the in- 
surance transaction—were to make a serious effort to re-examine the special nature 
of the insurance contract, where would they begin? 

First, an exhaustive study of the recent volume of case law would enable one to 
determine whether the tentative hypothesis this paper suggests—that there is de- 
veloping a separate body of insurance contract law which has little relation to the 
“general principles of contract law”—can be accepted as an established proposition. 
Such a study may reveal that the courts are creating hosts of special rules, only a few 
of which have been mentioned in the preceding paragraphs, to handle insurance cases 
within the framework of general contract law. 

If this proposition as to the sui generis nature of insurance law was established, 
the next step would be an examination of the consequences for both insured and 
insurer. Do the special rules of construction enable the insured to obtain his 
reasonable expectations and to satisfy his insurance needs? At what cost does he 


58 Orro PRAUSNITZ, THE STANDARDIZATION OF COMMERCIAL CONTRACTS IN ENGLISH AND CONTINENTAL 
Law (1937). 

5° See, e.g., Cohen, The Basis of Contract, 46 Harv. L. Rev. 553 (1933); Isaacs, The Standardizing 
of Contracts, 27 Yace L. J. 34 (1917); Llewellyn, What Price Contract?—An Essay in Perspective, 40 
Yate L. J. 704 (1931). 

°° Llewellyn, Book Review, 52 Harv. L. Rev. 700 (1939). 


*2 See note 23 supra. 
2 See, e.g., Note, Contract Clauses in Fine Print, 63 Harv. L. Rev. 494 (1950); Note, Private Law- 


making by Trade Associations, 62 Harv. L. Rev. 1346 (1949); Note, Grower-Canner Agreements: An 
Abuse of Mass Standardized Contracts, 58 Yate L. J. 1161 (1949). 

°* McKenna, Insurance in 1944 ANNUAL SURVEY OF AMERICAN Law 784. 

** Simpson, Equity in 1946 id. at 879. 
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succeed in such litigation? (Does he lose a large part because of the customary 
contingent fee arrangement?) What percentage of “litigatable” cases are settled by 
the insurer? How big a discount must the insured take in the course of such 
settlement? Is the value of the insurance as “security” (particularly life) impaired 
because of the shadow of litigation and the possibility of an adverse decision by a 
hard-nosed court? On the other hand, from the insurer’s standpoint, what are the 
consequences? How high a contingent reserve must insurers keep for satisfying 
judgments based on the unpredictable “ambiguities” which courts “discover.” How 
much of a reserve must be kept for similar cases which the insurer decides to settle? 
How costly is this whole procedure? Do the insurers pass this cost on to the insureds 
in higher premium rates? 

If the consequences added up to a highly undesirable state of affairs for both 
insured and insurer, one might next consider alternative remedies. First, with 
respect to the system as it now operates, what could be done to improve judicial 
administration of insurance protection? Would a frank recognition of the facts of 
insurance life by the judges help? Undoubtedly, Judge Clark’s candid suggestion 
that courts decide the hardship cases on equitable grounds, rather than strained 
interpretation, would better preserve the symmetry of the law, but would it avoid 
the evil consequences of insecurity and expense for both insured and insurer? Next, 
if it is assumed that the courts are incapable of solving the problem through common 
law theories as presently buttressed with insurance legislation, is more legislation 
the answer? Would it be possible to draft a uniform insurance code which would 
offer a wide choice of standardized policies to the insured, each approved in terms 
of conformity with the reasonable expectations and needs of the insureds? (To meet 
the insurer’s practical objection that it competes in the market on a “special feature,” 
rather than on a price basis, the alternatives in each class of insurance might be 
limited only if “unfair” to the insurance buyer.) Finally, should the administration 
of a quasi-public utility such as insurance be taken out of the courts and placed into 
the hands of an administrative agency? What have been the consequences of state 
administration of workmen’s compensation? Would a state agency be subjected 
to the same kind of pressure state public service commissions often succumb to, or to 
put it conversely, are not the courts better guardians of the interests of the weaker 
party to a one-sided bargain? (Would it continue to be a one-sided bargain if the 
legislature was actually to act on behalf of the public in standardizing policies?) 

This article might have been sub-titled: “Reflections on Reading Some Recent 
Insurance Cases.” Like most reflections, these are subject to criticism for incom- 
pleteness; to become “observations” they require a kind of consideration which lay 
outside the scope of this symposium. But, while not the basis for action, these reflec- 
tions strongly suggest the need for further research and thought as to the special 
nature of the insurance contract, if the expectations of all parties to the transaction— 
the insured, the company, the beneficiaries, and all who claim thereby—are to be 
protected adequately. 














THE DOCTRINE OF CONCEALMENT: A REMNANT 
IN THE LAW OF INSURANCE 


BertRaM Harnetr* 


I 
A Test Is Inrropucep 


The average person holding an insurance policy is unsophisticated in the law, 
and meets the everyday challenges of life passably serene in the knowledge that his 
insurance policy represents financial indemnity from the fortuitous unhappinesses 
which are somehow part of living. Whether his policy be of life insurance, fire 
insurance, theft insurance, or any of the countless varieties of business and personal 
insurance issued, it would come as a shock for him to know that his instrument of 
security can be in jeopardy because he failed to disclose any number of facts to his 
insurer. 

This is the doctrine of concealment; unknown to most laymen, obscure to 
many insurance agents and brokers. Even though the insurance company asked 
no questions when it issued the policy, or even though the insured filled out an 
application stating all he knew, the insurance company may be able to escape ultimate 
liability on the grounds that the insured did not first tell it something that it thought 
he should have. 

This surprising doctrine strikes hard at the vitals of an insurance-buying society, 
the members of which procure insurance to gain a security, an assurance that mis- 
fortune will not be financial disaster. A doctrine which has the effect of gnawing 
at these expectations must be able to justify itself convincingly. History and judicial 
veneration are not enough; the doctrine must be tested in social utility and, if the 
result is negative, cast swiftly aside. This is a test of the doctrine of concealment; 
the result is negative. 


II 


Tue Docrrine oF CONCEALMENT IN PERSPECTIVE 


A. The Selection of Risks 


At the heart of successful insurance underwriting is the ability to select and con- 
trol risks, since the general goal is to make the premium charged commensurate with 
the risk. The business of insurance is dependent upon the receipt of sufficient premi- 


* A.B. 1943, Brooklyn College; LL.B. 1948, Columbia University. Formerly Visiting Assistant Pro- 
fessor of Insurance Law, University of Kansas. Formerly Associate in Law, Columbia University. Member 
of the New York Bar Association. Contributor to Practicing Law Institute Series on Fundamentals of 
Federal Taxation. Contributor to legal periodicals. With firm of Poletti, Diamond, Roosevelt, Freidin 
and Mackay, New York City. 
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ums to maintain the funds with which to pay claims, to meet the cost of business 
expenses, and to yield profits." Premiums are presumably based upon the risk under- 
taken at the outset. 

Insurers rely upon their contracts to define the insured events, the excepted causes, 
and to lay down conditions of coverage. An “insured event” is an event, the hap- 
pening of which is the contingency giving rise to the promise to pay; for instance, 
under a life insurance contract the death of the insured party is the insured event. 
An “excepted cause” is a clause which relieves the insurer from liability if the in- 
sured event results from that particular cause. A typical excepted cause is death by 
suicide under a life insurance contract. 

The insurer further delimits the risk he assumes by incorporating conditions in 
his policy which are significant to the hazard, and the compliance with which by 
the insured diminishes the possibility of loss as viewed at the outset of the trans- 
action. An example would be a clause in a fire insurance policy declaring the policy 
invalid if the insured keeps gasoline on his premises. These are properly conditions 
precedent,” though in insurance usage such conditions are termed “warranties.” 
Further discussion of “warranties” in insurance policies will be developed below. 

In addition to his ability to select and control risks through the contract® as 
written,* the insurer may utilize certain interrogations of insurance applicants to 
ascertain whether he will undertake the risk requested. These ordinarily yield state- 
ments by the insured, made presumably to induce the insurer to act and generally 
known as “representations.” Representations, then, fit into the selection and control 
of the risk pattern in that they are illuminative of the facts surrounding the risk, 
and go to influencing the insurer’s judgment. 

If a representation were to be the heads on a coin, concealment would be the tails. 
While representation is the communicated affirmation or denial of a proposition of 
fact material to the risk, concealment is, in insurance law, the failure of the insured 
to disclose to the insurer, without being asked, known facts which the insurer would 
regard as material to the risk. The concealment doctrine aids the insurer in select- 

* This discussion does not take into account the compulsory insurance laws of various states, such 
as the Massachusetts compulsory automobile liability insurance law and the many workmen’s compensa- 
tion programs. Social purposes of government may make certain forms of insurance coverage so 
desirable as to have its administration conducted at a loss because of the prohibitive premiums which 
would otherwise be dictated by the nature of the risks involved. 

* RESTATEMENT, CONTRACTS §250 (1932). For a detailed analysis of “conditions” in insurance con- 


tracts, see Harnett and Thornton, The Insurance Condition Subsequent: A Needle in a Semantic Haystack, 
17 Foro. L. Rev. 220 (1948). 

*It must be remembered that insurers are not typically allowed full freedom of contractual provision. 
Most jurisdictions, in the exercise of regulatory powers, establish certain mandatory policy provisions, 
such as the New York Standard Fire Insurance Policy, N. Y. Ins. Law §168; or exclude certain types 
of provisions, for instance, N. Y. Ins. Law §143(2); and grant broad, discretionary powers to the State 
Insurance Superintendent or Commissioner in regulating the contents of insurance policies. N. Y. Ins. 
Law §169. 

“A common protection for fire and automobile liability insurers is the insertion of cancellation clauses, 
enabling the insurer to terminate the contract without cause upon notice to the insured. E.g., lines 56-67 
of New York Standard Fire Insurance Policy (1943 form). Life, accident and health, surety, and marine 
contracts of insurance typically do not have such clauses. 
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ing and controlling his risks by allowing the insurer to presume that nothing 
material is being kept from him. As a power factor, the ability of the insurer to 
avoid liability on a policy issued under circumstances of concealment is a deterrent 
to those who would otherwise be tempted to conceal. The doctrine has further 
relevance to risk selection in that the concealment leads to the ultimate contention 
that the risk actually assumed was not the same risk contemplated by the insurer 
when he entered into the contract. 

There are many miscellaneous methods by which risks may be controlled, and 
while they are significant in the business usages, their exposition is purposeless to 
this article. Constant inspection, periodic reports, education, and customer servicing 
are such instances of control of hazard. 


B. A Close Focus on Concealment 


Concealment, in private insurance law, is essentially a non-disclosure. This is a 
departure from the customary meaning of the term in the law of contracts generally, 
where concealment connotes an affirmative act to hide the existence of a material 
factor.® 

In the law of contracts, there is no general duty upon one contracting party to 
come forward to disclose facts that the other party would deem material in de- 
termining whether to enter the contract, but such duty does exist in special situations.® 
A well known example is the duty of a fiduciary so to disclose when contracting with 
his beneficiary. In the schema of contract law, then, the doctrine of concealment 
presents a special exception to the rule that a contracting party has no general duty 
of disclosing facts. It must be remembered, however, that even in the wide field of 
contracts a party may not remain safely silent under all circumstances; the possibilities 
of rescission because of unilateral mistake and the application of rules pertaining to 
fraudulent inducement of action are interplaying factors which will be the subject 
of extended discussion below. 

The Latin maxim wberrimae fidei reverberates joyfully through this section of 
the law. The unsmiling jurist says insurance contracts are uberrimae fidei when he 
means to say that they involve the utmost good faith. While such terminology ad- 
vances few but the purveyors of legal dictionaries, it is significant to note that con- 
cealment is a doctrine applicable to the insured, it is concealment by the insured. 
The omissions of insurers must be remedied under some other legal facets. The 
doctrine of concealment, then, as the principal mirror flashing uberrimae fidei 
through the insurance tomes, is actually little concerned with anyone’s good faith 
but the insured’s. 

In modern insurance practice,’ the problem of concealment arises as a practical 


5 RESTATEMENT, CONTRACTS §472 (1932). Also see RESTATEMENT, ResTITUTION §8,' comment 5 
(1937): “Concealment is any statement or other conduct which prevents another from acquiring 
knowledge of a fact, such as diverting the attention of a buyer from a defect which otherwise he would 
have observed.” 

® See RESTATEMENT, ReEstTIruTION §8, comment / (1937). 

™The author cautions the reader that there is much variation in insurance practice and business 
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litigious matter in two principal situations. One is that involving the insurance 
policies which are written without the submission of a formal written application. 
These are generally inland marine,® liability, fidelity, casualty, and fire risks. As a 
business usage, much of this insurance is obtained by telephone calls from brokers or 
insurance consumers directly, and the insurer is interested only in several general 
questions which are calculated to define the risk. Items such as location, worth, and 
description of the subject insured typically suffice. The failure of the insurer to elicit a 
variety of specific questions, in many cases, leads to the eventual assertion, after the 
occurrence of a loss, that the insured should have come forward and advised the 
insurer of the existence or nonexistence of a factual condition which the insurer 
would have regarded as important. This area of concealment, however, quantitatively 
viewed, is of smaller significance than that of another field. 

The bulk of concealment cases involve the so-called interim period between the 
execution by the insured of an application for a life insurance policy and the de- 
livery of the policy, a period which normally varies from one week to one month. 
Life insurers customarily require the applicant to fill out a written application form 
containing an extensive questionnaire of facts deemed relevant to the risk by the 
insurer. In the interim period, however, following the submission of the applica- 
tion, but prior to the delivery of the policy, the insured may become aware of 
additional or changed facts which are material and which render statements in the 
application untrue. 

These two situations invoke the doctrine of concealment. The legal significance 
of a successful assertion of concealment by the insured is rooted in defense, the in- 
surer having the ability to avoid the policy or to sue for rescission. It does not appear 
in the reported cases that an insurer has ever launched a suit for damages based 
upon concealment. 


C. Warranty, Representation, and Concealment Distinguished 


It is necessary in adjusting to the correct perspective to define precisely the terms 
“warranty,” “representation,” and “concealment.” A warranty, generally speaking, 
is a term of an insurance contract “which has the effect of requiring, as a condition 
precedent of the taking effect of such contract or as a condition precedent of the 
insurer’s liability thereunder, the existence of a fact which tends to diminish, or the 
non-existence of a fact which tends to increase, the risk of the occurrence of any loss, 
damage, or injury within the coverage of the contract.” The warranty as it is used 
in insurance law must not be confused with the promissory character of the warranty 
in the law of sales. In insurance, the breach of the warranty by the insured is not 





techniques. All general statements made herein are subject to local exception. Some lack of precision 
is the compromise in the conflict between policy analysis and brevity. 

*“Inland marine” as a phrase is part carry-over of terminology and part pun. It covers generally 
that group of policies known as “floaters,” which are of an all risk type, and not limited to fixed loca- 
tions. Marine insurance companies are usually empowered to write this coverage. 

°N. Y. Ins. Law §150. 
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actionable by the insurer; it can only operate by way of condition. Actually, a war- 
ranty may be a statement by the insured which is inserted in the contract or may be 
a condition inserted by the insurer. 

A representation is a “statement as to past or present fact made to the insurer by 
... the applicant . . . at or before the making of the insurance contract as an induce- 
ment to the making thereof.”"° The representation is a statement extrinsic to the 
contract which induces the insurer to contract. Observe that a statement by the 
insured which is written into the policy is a warranty because of its express 
inclusion as a contractual condition. 

In the field of life insurance, this common law distinction between representation 
and warranty has been infringed upon by statute. Most states have statutes which 
provide that the insurance policy and all applications physically annexed thereto 
constitute the entire contract between the insurer and the insured. The purpose of 
this is to eliminate incorporation by reference by the insurer of obscure conditions 
in by-laws, printed rules, and similar documents. The attaching of the application 
to the policy, therefore, means that all statements made by the insured in the applica- 
tion become part of the policy, i.¢., the entire contract. Consequently, under strict 
common law rules, these statements would be warranties. However, these statutes 
typically include the further provision which expressly provides that all statements 
made by the insured in life insurance applications are to be deemed representations 
and not warranties." 

The reader must not believe that every statement in a life insurance application 
that is a representation is a bold declarative utterance on the part of the insured. 
Very often the statement is made in the form of an answer to a printed question, 
and this answer may be “yes” or “no,” or perhaps a check-mark in an appropriate 
position.’? A nudge of the pencil may constitute a representation. 

The law of misrepresentation is very complex and extremely significant in the 
field of private insurance.’* There is no place in this article for a fair presentation 
of this important topic. It will suffice at this point to state that there are two general 
rules used in this country in determining the character of misrepresentations that will 
avoid a policy of insurance. It is probable that in the absence of statute the weight 
of authority is in accord with the holding that an innocent material misrepresentation 
of a past or present fact will entitle the insurance company to avoid the policy." 
Some states adopt this rule by statute.’* The opposite view, probably entertained by 
a majority of American jurisdictions, is that it is not enough for the insured to mis- 
state a material fact, the further requirement being imposed that the insured make 
the misrepresentation with the knowledge of its falsity.’® 


2° Td. §149. ™ E.g., id. §142. 

32 See Becker v. Kansas Casualty & Surety Co., 105 Kan. 99, 181 Pac. 549 (1919). 

18 For a complete study of this subject, see Harnett, Misrepresentation in Life Insurance Applications: 
An Analysis of the Kansas Law and a Proposal for Reform, 17 J. Bar. Ass'N Kansas 214 (1948). 

26 Wiruiam R. Vance, HAnpBook oF THE Law oF INsuRANCE 365 (2d ed. 1930). 

16 F.g., N. Y. Ins. Law §149. 

2° E.g., Metropolitan Ins. Co. v. Burno, 309 Mass. 7, 33 N. E. 2d 519 (1941). 
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A representation is an affirmative action on the part of the insured; concealment 
is a nondisclosure. In a sense, it may be said that a concealment is a constructive 
misrepresentation by silence, that the insured in procuring a policy of insurance says, 
in effect, “I have told you all the material facts that I know.” The overlap between 
misrepresentation and concealment will be the subject of discussion below, but here 
the point must be noted that concealment is a different thing than misrepresentation. 
It is the difference between misstatement and silence. 


D. Materiality of Facts 

Whether the discussion is of concealment or of representation, the key point is 
the materiality of the fact. It is necessary that a fact be material before the drastic 
legal consequences flowing from misrepresentations and concealments be unleashed. 

Materiality has as its reference point the bearing on the acceptance of the risk. 
Consistent with the principle that the insurer must be able to select and control the 
risks undertaken, a fact occupies that status known as materiality when the insurer’s 
knowledge of the facts would result in his refusal to enter that particular contract 
of insurance. Therefore, materiality deals with those facts which influence the in- 
surer in writing that particular contract—the facts which influence him at the 
outset. 

The tests vary in different jurisdictions. The probable common law test is: if 
he had knowledge of the true facts would a reasonably prudent insurer have made 
this contract.’7 Other jurisdictions use the test of what might this insurer have 
done.’® The third test is the New York statutory’® formulation—with knowledge of 
the true facts, would this insurer have made this contract. 

It perhaps goes without saying that the insurance company must have relied upon 
the nonexistence of the fact concealed, and if the insurer either knew the actual fact 
or was chargeable with the knowledge of this fact, it could not be said that’ the 
insurer relied upon the insured’s silence. 


Ill 
Tue TrapvirionaL RatTIoNaALes ANALYZED 


A. “Three” Justifications 

The doctrine of concealment is the embodiment of the insurer’s ability to avoid 
liability on a policy of insurance on the ground that the insured failed to disclose 
a fact material to the risk, and the rules by which the doctrine finds effect will be 
examined. It has been pointed out that the imposition of a general duty of dis- 
closure is an exception to the normal patterns of contracts law. But, before im- 
mersing the discussion in the substantive aspects of the insurance law of concealment, 
it would be helpful to post clearly in mind the traditional rationales advanced to 
justify the adoption of this special duty to disclose. These may be divided into three 


*” Fidelity & Casualty Co. of New York v. Middlemiss, 103 Utah 429, 135 P. 2d 275 (1943). 
3® See Note, 115 A. L. R. 93 (1938). 7°N. Y. Ins. Law §149 (1939). 




















Tue Docrrine or ConcEALMENT 397 


rough categories: (1) The absence of concealment is an implied condition of con- 
tracts of insurance. (2) Concealment prevents a meeting of the minds. (3) The 
duty arises because of a special relationship of trust and confidence in that the insurer 
depends upon the insured’s superior knowledge of the facts in calculating the risk.” 

The first so-called justification is merely a verbal circle. To say that the absence of 
concealment is an implied condition™ is not to answer the question but only to 
rephrase it in a declarative style. The true inquiry is why should a duty to disclose 
be established; what is the reason for the erection of an implied condition? This 
position has not even a colorable claim to be termed a justification. 

Considering that the subject matter of this article is limited, the author feels 
obliged to constrain his feelings in discussing the “meeting of the minds” notion. 
The feeble old bromide that a contract cannot be valid unless there is a meeting of 
the minds of the contracting parties continues to receive lip service in the law of 
insurance contracts,”” just as it does throughout contracts generally. This is subject 
to criticism in two respects. First, “meeting of the minds” is too extreme a state- 
ment of the contractual requirement of mutual manifestation of assent,2* many 
contracts being enforceable even though the parties’ minds “did not meet” in a true 
consensus. Secondly, this position also avoids the true question. The requirement 
of “meeting of the minds” is recognized by its enthusiasts as a prerequisite to all 
contracts, yet the extraordinary requirement of disclosure applies only to certain con- 
tracts. 

The third position is the defensible rationale. It was first set forth in the notable 


quotation from Carter v. Boehm :** 


Insurance is a contract upon speculation. The special facts, upon which the contingent 
chance is to be computed, lie most commonly in the knowledge of the insured only: the 
underwriter trusts to his representation, and proceeds upon confidence that he does not 
keep back any circumstances in his knowledge, to mislead the underwriter into a belief 
that the circumstance does not exist, and to induce him to estimate the risque, as if it 
did not exist. The keeping back [of] such circumstances is a fraud, and therefore the 
policy is void. Although the suppression should lkappen through mistake, without any 
fraudulent intention; yet still the underwriter is deceived, and the policy is void; because 
the risque run is really different from the risque understood and intended to be run, at the 


time of the agreement. 


This sets up the insurer-insured relationship as involving a confidence, and the 
apparent assimilation to fiduciary concepts leads to a duty of disclosure. It makes 
clear that the insurer is known to gauge his risk-assuming conduct on the facts given 
to him, and has the right to believe that all material facts have been told to him. In 


2° These are pointed out in Epowin W. Patrerson, Cases AND MATERIALS ON INSURANCE 586-587 (2d 
ed. 1947). 

*1 Kohne v. Insurance Co. of North America, 14 Fed. Cas. 835, No. 7920 (C. C. D. Pa. 1804); 
Blackburn, Low & Co. v. Vigors, 17 Q. B. D. 553 (1886). 

*2 GrorcE RicHarps, THE Law or INsuRANCE 122 (4th ed., Rowland, 1932). 

*® RESTATEMENT, ConTRACTS, Topic 2 (1932). 

** 3 Burr. 1905, 1909, 97 Eng. Rep. 1162, 1164 (K. B. 1776). 
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a sense this position is also incomplete, because it may be asked why a relationship of 
confidence should be established in this type of contract and not in others. 

To say that insurers must be protected in their undertakings is to restate the 
question; to say that insurance is a vitally important socio-economic function and 
that therefore the continuance in business of the contracting parties known as insurers 
must be underwritten by the courts through the application of extraordinary contract 
rules, is to state a value judgment of no small proportions. 

True appraisal of the doctrine, and its rationale, must be preceded by an under- 
standing of its historical background. The estimate of the extent to which the 
concept is a petrification of history, and the amount of social utility it presently 
retains, is the task of this essay. 


B. The Historical Ingredient 

The landmark case in the origin and development of the doctrine of concealment 
is the famous old case of Carter v. Boehm? There an English fort located in 
Sumatra was insured against enemy capture. It appeared that there were several 
notable weaknesses in the fortifications, and when a loss occurred through enemy 
capture, the insurer denied liability claiming that the person taking out the insurance 
did not disclose several letters which revealed the fort’s susceptibility to capture. 
The decision was in favor of the insured, but in dictum, Lord Mansfield laid down 
the classic rule that innocent concealment by the insured of a material fact makes 
the insurance contract voidable. He said, in part:”° 


The special facts, upon which the contingent chance is to be computed lie most com- 
monly in the knowledge of the insured only. . . . 


At the early date of this case, the commercial insurance business was in its in- 
fancy in England, and consistent with the maritime economy of the Island, marine 
insurance was the developmental forerunner. 

Marine insurance was written, then, with the “lost or not lost” provision, which 
meant that the insurance was applicable even if at the time the policy took effect 
the ship was already lost at sea. This situation could arise because it was a usual 
practice to insure vessels after they had sailed. Because of this, and because of the 
insurer’s inability to inspect the vessel in many cases, the contract was pretty much 
of a blind leap for the insurer. It has been ably commented: 


The imposition of a duty to disclose was justified by the way in which marine insurance 
was then written. The ship was frequently at a distance when the policy was written; it 
was quite common for the insured not to procure insurance until the voyage had begun. 
The instruments of communication were slow and unreliable. Lloyd’s List and similar 
sources of information were yet to be established. No inspection of the ship was possible, 
and the insured knew far more about it than did the underwriter. The insured was a 


25 Td. at 1905, 97 Eng. Rep. 1162. 
2* Id. at 1909, 97 Eng. Rep. 1164. 
®7 Epwin W. PaTrerson, EssENTIALS OF INSURANCE Law 381 (1935). 
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merchant or ship owner who could interpret the significance of facts that he knew, as 
well as could the underwriter. It should be noted further that the marine policy contained 
very few warranties and that the only written application made by the insured was a brief 
statement describing the risk, such as is in use at Lloyd’s today. The growth of Lloyd’s 
was an important factor in the development of British shipping and overseas trade. A 
rule of law that lightened the underwriter’s burdens contributed to this growth. 


The doctrine of concealment was actually unfolded in the English common law 
of marine insurance in the latter half of the eighteenth century. A concentrated 
effort was made to nurture and to encourage the new insurance industry. The cir- 
cumstances of underwriting were such that the marine insured demanded and 
received insurance of an extremely hazardous variety. He was the expert in 
the marine field; the underwriters entertained no superior technical knowledge. The 
great probabilities were that if a fact was material, and if the shipowner knew the 
fact, the shipowner would know the fact was material. Because of the great risk 
assumed, with the insurer operating on a minimum of information, the social policy 
of fostering the continuance of marine insurance forged the requirement of dis- 
closure by the insured of the material facts he knew. 


IV 


THE SussTaNTIvE Law of CoNCEALMENT 
The effect of the doctrine of concealment has been to create rather notorious con- 
fusion in the case law of insurance.”* It would be indeed a cumbersome task with 
little effective result to treat exhaustively the multitude of cases in this area and so 
no such effort is made. 


A. The Variables 

The key to understanding concealment is contained in a combination of specific 
variables. These are as follows: (1) The insured knew the fact; (2) The insured did 
not disclose the fact to the insurer, and the insurer was not chargeable with its 
knowledge; (3) The fact was material; (4) The insured knew the fact was material. 

Combinations of these elements form the currently prevailing rules on conceal- 
ment. The relationship between the fourth variable and intent to deceive will be 
discussed below. 

B. The English Law 

The English law is of concern because of the historical antecedents, as well as 
the prominent effect registered by British insurers on American business. 

England follows the flat rule laid down by Lord Mansfield: innocent concealment 
of a material fact avoids the policy. The English rule, then, contains only three 
variables: (1) The insured knew the fact; (2) The insured did not disclose the 
fact to the insurer, and the insurer was not chargeable with its knowledge; (3) The 
fact was material. 


28 VANCE, op. cit. supra note 14, at 339-354. 
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There is no requirement of the fourth variable, namely, that the insured knew 
that the fact was material. Innocent concealment means the failure of the insured to 
disclose a fact the existence or nonexistence of which he knew, but the materiality 
of which he was unaware. 

This is a tough rule, and it is applied by the English to all insurance contracts.” 
In England, a policy is avoided if the insured knows a fact, does not disclose it, 
and if the fact is material. There being no requirement of fraud or bad faith, inno- 


cent concealment lets out the insurer. 
C. The American Law 


1. Differences According to Kind of Insurance 

a. Marine Insurance 

In marine insurance, the strict English rule carries over. Consequently, in this 
country the English rule is known as the “marine rule.” 

Therefore, the marine rule may be stated as follows: (1) The insured knew the 
fact; (2) The insured did not disclose the fact to the insurer, and the insurer was 
not chargeable with its knowledge; (3) The fact was material. 

As said early by the United States Supreme Court in a noted marine insurance 


case,*° 


The duty of communication, indeed, is independent of the intention, and is violated 
by the fact of concealment even where there is no design to deceive. 


b. Non-marine insurance 

(1) The Fourth Requirement 

The strict English rule has the curious effect of making the insured an insurer as 
to the non-materiality of all known facts not disclosed. An insured might not have 
the slightest idea that a particular fact is material, yet this unawareness does not mat- 
ter. 

The feeling developed early that such a rule worked hardship in many cases. 
While the situation of the insurer and the crafty shipowner testily sipping coffee in 
the early days of Lloyds may have presented a suitable subject for the operation of 
the rule, there were many situations to develop in which such suitability was absent. 

The fundamental policy behind the English rule was that the insurer required 
protection on two grounds. First, the inaccessibility of the subject insured deprived 
the insurer of the opportunity to inspect and investigate the risk; and second, the 
insured possessed an expertness at least the equal of the insurer in all matters pertain- 
ing to the risk. 


*° The case of Horne v. Poland, [1922] 2 K. B. 364, 127 L. T. R. 242, has been taken as indicating 
a wavering of the British position. There, a Rumanian moved to England at the age of 12, settled in 
England, and Anglicized his name. When he was an adult he procured a burglary policy without 
disclosing that he was an alien. When the insurer proved that the fact that the insured was an alien 
was material to the risk, the court found for the insurer. However, the court intimated that their decision 
is based on the fact that the insured as a reasonable man ought to have known his alien status was 


material. 
*° Sun Mutual Insurance Co. v. Ocean Insurance Co., 107 U. S. 485, 510 (1882). 
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With the growth of the great insurance industry, life insurance and fire insurance 
emerged as commanding features. The reasons for the English rule, also known 
as the marine rule, were not only less cogent in the case of life and fire insurance, 
but were largely inapplicable. Life insurance underwriting is a technical business, 
requiring skill. Even within the business there are degrees of technology: consider 
the actuaries who are the despair of their non-arithmetic colleagues of the law. Fire 
insurance underwriting is involved, risk evaluation in many cases being far beyond 
the insurance buyer’s training. The expertness is in reality concentrated in the 
insurer in life and fire lines, with occasional buyer expertness being fortuitous. And 
the insurer has almost unlimited accessibility to the subject matter of the insurance, 
fire insurance being a relatively fixed location coverage, and life insurers demanding 
complete physical examinations. 

As a result, the feeling grew that something more than the three elements of the 
English rule should be present. In the well known case of Penn Mutual Life Insur- 
ance Co. v. Mechanics’ Savings Bank & Trust Co.,*" Circuit Judge William H. Taft 
stated ;*? 


It is clearly just to require that nothing but a fraudulent nondisclosure shall avoid the 
policy. Nor does this rule result in practical hardship to the insurer, for in every case 
where the undisclosed fact is palpably material to the risk the mere nondisclosure is itself 
strong evidence of a fraudulent intent. Thus, if a man, about to fight a duel, should obtain 
life insurance without disclosing his intention, it would seem that no argument or addi- 
tional evidence would be needed to show the fraudulent character of the nondisclosure. 


In this case, a bank clerk procured life insurance while he was systematically em- 
bezzling bank funds. He did not disclose this activity to the insurer, but after the 
policy was issued he was caught, and subsequently died from a brain congestion 
brought on by the accumulated mental stress of the embezzlements and detection. 
The court assumed the embezzlements to be material; there were other questions 
in the case, but it was indicated that concealment was not a valid defense where 
the insured did not know the fact was material. 

This case has been cited widely, and its principles have gained broad acceptance 
in the life insurance field. However, several courts continue to cling to the marine 
rule in non-marine insurance,** although this is not the majority view.** Conceal- 
ment is not generally a statutory subject, but several states adopt the strict marine 
rule throughout by virtue of express statutory provisions.*® Occasionally, language 
crops out to the effect that only the facts which a reasonable man ought to know 

8142 Fed. 413 (6th Cir. 1896). ®2 1d. at 435. 

*® E.g., Home Insurance Co. v. Berry, 175 Va. 447, 9 S. E. 2d 290 (1940); Davis Scofield Co. 
v. Agricultural Insurance Co., 109 Conn. 673, 145 Atl. 38 (1929). 

*4 See collection of cases in VANCE, op. cit. supra note 14, at 343 n.14. It is worthwhile to note 


that lines 1-3 of the New York Standard Fire Insurance Form (1943) state that the policy “shall be 
void, if whether, before or after a loss, the insured has wilfully concealed or misrepresented any material 

*5 See the statutes construed in New York Life Ins. Co. v. Fleck, 73 N. D. 143, 12 N. W. 2d 
530 (1944); Gates v. General Casualty Co. of America, 120 F. 2d 924 (oth Cir. 1941). 
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would be material must be disclosed.** Although modern technology and communi- 
cations have torn down the reasons for the rule even in the maritime field, the strict 
marine rule (the English rule) is retained uniformly in the field of marine insurance. 

The non-marine rule contains the three elements of the marine rule, and one 
more. It requires the insured’s knowledge of the fact and nondisclosure of the fact 
to the insurer who is not chargeable with its knowledge and materiality. But in 
addition, the nondisclosure must have been in bad faith. The meaning of this last 
requirement is muddy in the very best tradition of empty legal verbalisms. Some 
courts tell us the disclosure must be fraudulent,*’ others say there must be an actual 
intent to deceive.*® Then others rush in to say that a reasonable man would have 
known the fact was material, and that therefore the insurer’s defense of concealment 
is effective.*® Presumably, if an insured ought to have known, but did not actually 
know, then his conduct is not fraudulent, nor is there intent to deceive; yet the 
requirement of “ought to know” is not to be found in the strict marine rule. 

The logical and the only predictable analysis lies in the separation of requirement 
and proof. The social pulls dictate that as a minimum, the insured have some fault 
clinging to his conduct. The fault, in the ultimate analysis, is that the insured re- 
mained silent with the knowledge that the insurer would not have accepted the 
risk had the fact been disclosed, i.c., that the insured knew the fact was material.” 
This silence is rooted in the hope that the insurer will issue the requested policy, 
which policy would not have been forthcoming in the presence of disclosure. This 
is the so-called intent to deceive. The inducement of action through nondisclosure 
is the ostensible fraud. 

But, it must be proved that the insured knew the fact was material. The insured’s 
knowledge is a subjective thing, requiring the insured’s own admission for the 
most likely proof. Surrounding facts and circumstances, in an objective approach, 
however, may be used to prove the existence of a subjective status—the insured’s state 
of mind. The insured’s conduct and common knowledge may lead to the inference 
that the insured must have known the fact was material, notwithstanding his vig- 
orous denial. Since insureds typically deny knowledge of materiality, objective evi- 
dence is always invoked to prove a subjective thing—the state of mind of the insured. 
This is what courts grope for when they say that a reasonable man ought to have 
known the fact was material. The situation is better stated in Judge Taft’s dueling 
analogy in the Penn Mutual case, wherein he pointed out that the procurement of 
a life insurance policy on the way to fight a duel was “fraudulent” because the fact 
was “palpably material.” Palpable materiality is really an especially obvious set of 


*° See Hartford Fire Ins. Co. v. Golden, 188 Ky. 742, 224 S. W. 177 (1920); Pelzer Manufacturing 
Co. v. American Fire Ins. Co., 36 S. C. 213, 15 S. E. 562 (1891). 

57 Penn Mutual Life Ins. Co. v. Mechanics’ Savings Bank & Trust Co., 72 Fed. 143 (6th Cir. 1896). 

*® See Romain v. Twin City Fire Insurance Co., 193 Minn. 1, 258 N. W. 289 (1934). 

*° See note 36 supra. 

“° See discussion of materiality at page 396, supra. 
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facts, where a person could not help but know that the insurer would not accept 
the risk if the fact was disclosed. 

There may be disagreement as to the inferences to be drawn from a factual situa- 
tion. For instance, in one case*’ the insured did not disclose that he had accused 
someone of committing adultery with his wife, and he did not disclose that he car- 
ried a revolver, for fear of being killed by the man he had accused. The insured 
was shortly thereafter killed in an unsolved crime. The court upheld a directed 
verdict for the beneficiary, stating there was no jury case for a concealment defense. 
It may be argued that this case presents an analogy to the dueling case. Palpable 
materiality invokes an evaluation of the probative force of a set of facts as to whether 
that insured really believed facts to be material. Since knowledge is subjective, pal- 
pability should be brought down to the specific insured. 

The non-marine rule, in summary, has four prerequisites: (1) The insured knew 
the fact; (2) The insured did not disclose the fact to the insurer, and the insurer was 
not chargeable with its knowledge; (3) The fact was material; (4) The insured 
knew the fact was’ material. 


(2) Inland Marine Insurance 

The rapidly expanding area of inland marine insurance has presented an interest- 
ing challenge to the doctrine of concealment. Inland marine insurance developed 
out of the demand for adequate coverage of portable personal property. The marine 
insurers were the logical ones to initiate this type of writing, in so far as they were 
already experienced in the risks attendant on water travel, and the floaters actually 
represented an extension to inland travel.** 

In New York, for instance, personal property floaters are within the statutory 
definition of “marine insurance,”** though in popular parlance they are known as 
inland marine. This leads to the problem in a concealment case as to whether the 
courts should apply the marine rule or the non-marine rule in inland marine insur- 
ance cases. 

There have been two very significant cases in this area in the last eight years. The 
first was Blair v. National Security Insurance Co. In that case the plaintiff procured 
a jewelry-fur floater policy without disclosing that she had suffered many prior losses 
and was then in financial difficulties. A loss later occurred under very suspicious 
circumstances. Although there was a case of palpable materiality, the issue was 
framed solely on the correctness of the insurer’s request to charge the jury that the 
marine rule was applicable. The court found for the plaintiff, stating that the non- 
marine rule was the correct one to apply in the case of inland marine insurance. 

In Stecker v. American Home Fire Assur. Co., the insured was a salesman who 
procured a “salesmen’s fur floater” policy, which covered him for loss or damage to 

“2 New York Life Insurance Co. v. Bacalis, 94 F. 2d 200 (5th Cir. 1938). 

“* See Blair v. National Security Co., 126 F. 2d 955 (3d Cir. 1942). 


*°N. Y. Ins. Law §46 (20). ** 126 F. 2d 955 (3d Cir. 1942). 
*® 599 N. Y. 1, 84 N. E. 2d 797 (1949). 
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his furs while they were being transported around the country for sale to his cus- 
tomers, without disclosing to the insurer that six years previously he had been con- 
victed in a federal court of the crime of concealing assets from his trustee in bank- 
ruptcy. The insurer sought no information from the insured on this subject. After 
the loss occurred, the insurer contended that the marine rule applied and the non- 
disclosure discharged him. The court held for the insured, citing the Blair case, and 
applied the non-marine or, as it is sometimes called, the “ordinary rule.” 
The court said, in part:*° 


Until the legislature says otherwise, we hold that the “ordinary” rule, as to nondis- 
closure, is the one to apply in respect to policies like the one in suit, and that as, to such 
policies, if the insurer makes no inquiry, and the insured no representation, as to the fact in 
question, then concealment, short of actual fraud, in respect to such a fact, does not void 


the policy. 

These cases show the courts caught between the label of the insurance and the 
reason for the rule. In holding that the marine rule applies only to wet risks, and 
that the non-marine rule is applicable to dry inland marine risks, both courts make 
it plain that the reason for the rule governs. The twin factors of accessibility of the 
risk, with consequent ease of inspection, and the superior expertness of the insurer 
are decisive. 

(3) Interim Nondisclosure in Life Insurance 

Applicants for life insurance execute detailed written applications in which certain 
representations are made. The policies issued in response, however, are generally 
issued several weeks later. A problem in concealment arises when facts are dis- 
covered during the interim period which make statements in the application untrue. 

The United States Supreme Court*” has summoned trusted old wherrimae fidei 
to show that the insured must disclose material facts learned in the interim period. 
But it is well settled in life insurance law that interim nondisclosure must be in “bad 
faith” in order for the insurer to successfully defend on account of concealment. 
Hence this is the non-marine rule.*® 


2. Some Comments on Disclosure 

The closing of the contract of insurance terminates the duty of disclosure.*® This 
is subject to modification by express contractual terms. 

In the time preceding the making of the contract, the general rule is that the 
insured is under no duty to investigate the circumstances of the risk. Concealment 
involves actual knowledge of the circumstances.” The rule is doubtful where the 
insured is suspicious, but it probably is that concealment will be invoked only if 
the grounds for suspicion themselves should be disclosed. 


“° 7d. at 8, 84 N. E. 2d at 800. (Italics supplied.) 

“7 Stipcich v. Metropolitan Life Ins. Co., 277 U. S. 311 (1928). 

“® Wilkins v. Travelers Ins. Co., 117 F. 2d 646 (5th Cir. 1941). 

“* Springfield Fire & Marine Ins. Co. v. National Fire Ins. Co., 51 F. 2d 714 (8th Cir. 1931). 
°° American Employer's Ins. Co. v. Cable, 108 F. 2d 225 (5th Cir. 1939). 
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A point which escapes many is that the “insurance broker” is the agent of the 
insured,”’ while the “insurance agent” is the agent of the insurer. Consequently, 
a disclosure by the insured to his own broker is not a disclosure to the insurer, and a 
concealment by the broker is a concealment by the insured.” This should be a warn- 
ing for insurance buyers to select trustworthy brokers, for the broker can bring down 
the consequences of concealment upon the insured even though the insured himself 
was completely honest. Note, however, that a disclosure to a broker may not be a 
completely useless thing, for it may be taken as an indicia of good faith.®* 

Generally,®* the nondisclosure by an agent of the insured, for example, an officer 
of a corporate insured, is imputed to the principal if the disclosure would be in the 
course of the officer’s authority.” 

The insured need not disclose facts of general knowledge,®® or facts which are 
known to the insurer.” The nub of concealment is the deceiving of the insurer, and 
if the insurer was chargeable with knowledge of the fact not disclosed he could not 
be said to have been deceived. The insurer is under no duty to make an investiga- 
tion, although he may be where suspicious facts are revealed,” provided the grounds 
are definite.©* When the insurer does investigate, he does not rely upon the in- 
sured, 

It is occasionally stated that the insured need not disclose self-disgracing or em- 
barrassing facts,** but this is unreliable privilege at best. In many cases disclosure 
of facts which were deprecating has been required where they were material. 


Vv 


Fricrion Points BETWEEN CONCEALMENT AND MISREPRESENTATION 


The relationship of the doctrine of concealment to misrepresentation is such that 
boundaries tend to become vague. The two principal troublesome spots are the cases 
of partial disclosure and of interim nondisclosure, particularly in life insurance. 


A. Partial Disclosure 


The potential of the partial disclosure situation may be recognized in the facts of 
Gates v. General Casualty Co. of America® There the insurer, prior to issuing a 


5 Except that in some jurisdictions the broker is the agent of the insurer for the collection of the 
first premium. 

52 Hamblet v. City Ins. Co., 36 Fed. 118 (W. D. Pa. 1888). 

58 See Stecker v. American Home Fire Assur. Co., 299 N. Y. 1, 5, 84 N. E. 2d 797, 798 (1949). 

*¢ This article does not purport to treat fully the complex insurance agency problems except to lay 
the foundation for subsequent discussion. 

55 Davis Scofield Co. v. Agricultural Ins. Co., 109 Conn. 673, 145 Atl. 38 (1929). 

5° Planché v. Fletcher, 1 Doug. 251, 99 Eng. Rep. 164 (K. B. 1779). 

57 See Alsop v. Commercial Ins. Co., 1 Fed. Cas. 564, No. 262 (C.C.D. Mass. 1833). 

58 Columbian Nat. Life Ins. Co. of Boston, Mass. v. Rodgers, 116 F. 2d 705 (10th Cir. 1940), cert. 
denied, 313 U. S. 561 (1941); Dossett v. Franklin Life Ins. Co., 276 S. W. 1097 (Tex. Com. App. 1925). 

5° See Provident Life & Accident Ins. Co. v. Hawley, 123 F. 2d 479 (4th Cir. 1941); Great Northern 
Life Ins. Co. v. Vince, 118 F. 2d 232 (6th Cir. 1941). 

®° Dossett v. Franklin Life Ins. Co., supra note 58. 

*1 Penn Mutual Life Ins. Co. v. Mechanics’ Savings Bank & Trust Co., supra note 37. 

®2 For example, Tutewiler v. Guardian Life Ins. Co. of America, 42 F. 2d 208 (5th Cir. 1930). 

®8 320 F. 2d 925 (oth Cir. 1941). 
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motor vehicle liability policy, asked the insured as to his motor vehicle accident 
experience for the three year period of 1931, 1932, and 1933. The insured responded 
that he had had one accident. After the policy was written, and after the loss oc- 
curred, the insurer resisted the claim under the policy on the ground that the insured 
had suffered many accidents in 1932 and 1933. It appeared that the insured had had 
one accident in 1931, and he claimed that on answering the insurer’s question he 
had 1931 only in mind as a result of a misunderstanding. Applying the strict marine 
rule, the court found for the insurer on the grounds of concealment. 

In so far as the case invokes the concealment doctrine, it is incorrect. ‘The state- 
ment made was a downright misrepresentation. If the question is asked, What was 
your accident record for the past three years?, and the answer is “One,” the answerer 
is stating that he had only one accident in this three-year period; his answer of “One” 
is false in its entirety. This type of “partial disclosure” is not concealment in the 
insurance law sense at all; it is misrepresentation. 

However, suppose the question is, What was your accident record for 1931, 1932, 
and 1933?, and suppose the answer is “1931, one accident.” This is distinguishable 
from the example above, in that here it may be said that the insurer is asking three 
separate questions, one as to each year, and that the insured answers one question 
and leaves the other two unanswered. In the other instance the answer covered all 
three years. In any event, the authority is fairly clear that where the courts construe 
questions as severable, and where the insured answers one, and leaves others un- 
answered, the doctrine of concealment is applicable to the insured’s silence if known 
material facts underlie the unanswered questions.® 

But there is a further notion existing in this area, and that is the waiver of the 
concealment where the policy is issued despite the existence of an incomplete answer 
to a severable question. Several cases allow the waiver, although the prediction 
of this sort of judicial conduct is uncertain. The evident theory of the waiver is 
that the insurer by accepting the unanswered question elects to treat the fact as im- 
material;®* or stated otherwise, the insurer feels that he can accept the risk without 
knowing this answer, materiality having reference only to an inclination to accept 
risks, This conflicts in some measure with the principle that the insurer is under 
no general duty of investigation. The likely conclusion is that the courts regard 
the unanswered question as a red flag which puts the insurer in the rack of charge- 
able knowledge. Being given reasonable grounds for suspicion, he must reasonably 
inquire or investigate. The insurer’s clamor at loss time must meet a traditionally 
high judicial decibel standard if it is to drown out its silence at premium taking 
time. 

B. Interim Nondisclosure 
Interim nondisclosure is really another label for an occurrence which is common 


** Phoenix Mutual Life Insurance Co. v. Raddin, 120 U. S..183 (1887). 
*5 Tbid.; Williams v. Metropolitan Life Insurance Co., 139 Va. 341, 123 S. E. 509 (1924). 
** Bowles v. Mutual Benefit Health & Accident Ass’n, 99 F. 2d 44 (4th Cir. 1938). 
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throughout contract law. A contracting party makes a representation to induce the 
other party before the contract is made. If the representer later discovers his repre- 
sentation of fact is no longer true, a change of circumstances having made the repre- 
sentation untrue, and if this is not communicated to the other party, the latter is in- 
duced by a misrepresentation at the time of contract closing. A representation of past 
or present fact is treated as being made as of the time the contract becomes complete.*” 
This is the principle of “continuing representation.” 

It is important in life insurance because as we have seen above the non-marine 
tule is applied to interim nondisclosure. However, as to representations there is a 
substantial split of authority as to whether innocent material misrepresentation 
suffices to avoid the policy. This presents a problem of competing analyses. In a 
jurisdiction like New York which applies the rule that innocent material misrepre- 
sentation avoids the policy, the doctrine of continuing representation would lead 
unyieldingly to the result that if at the date of closing a material misrepresentation 
was outstanding, the policy is avoided without regard to intent. But if the non- 
marine rule of concéalment is invoked, there must be bad faith—knowledge of the 
materiality—before the policy will be avoided. It is to be cautioned, however, that 
where a binding receipt® is issued with the application, interim nondisclosure prob- 
ably does not apply because then, for this purpose, the contract would be considered 
in effect as of the application date. 

In jurisdictions which require fault in the insured in both representation and con- 
cealment, there is no difficulty. But a jurisdiction like New York must choose 
between continuing representation and concealment in dealing with interim non- 
disclosure. Apparently the concealment rules will be applied throughout.” 

While in practice the usual interim nondisclosure involves the truth of a prior 
representation, it need not be so. A man can be on his way to fight the duel in his 
interim period. This would present a pure concealment situation, and would not 
be complicated by continuing representation. 


VI 


Poricy ANALYsIsS OF THE PRINCIPLE OF SELECTION AND CONTROL OF THE RISK 


The development of the non-marine rule of concealment has demonstrated rather 
thoroughly the evaporation of the original grounds for the doctrine in at least life 
insurance and fire insurance. The pillar of the doctrine was the inaccessibility of the 
risk to the early marine insurers and the superior experience of the insureds of that 
day, but there has been a radical alteration of both these circumstances in the insurer- 
insured relationship in all walks of modern insurance. As to non-marine insurance, 


®7 See cases collected VANCE, op. cit. supra note 14, at 381 n. 30. 

*8 For a discussion of binding receipts, see Havighurst, Life Insurance Binding Receipts, 33 Int. L. Rev. 
180 (1938). 

®° Stipcich v. Metropolitan Life Ins. Co., 277 U. S. 311 (1928); Armand v. Metropolitan Life Ins. 
Co., 134 Misc. 357, 235 N. Y. Supp. 726 (Sup. Ct. 1929); see Goldstein v. New York Life Ins. Co., 176 
App. Div. 813, 162 N. Y. Supp. 1088 (1st Dep't 1917). 
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certainly, we find that the present-day justification for the rule must be other than 
the original basis for the unusual requirement of a general duty of disclosure in a 
private contract. 

The basic policy premise in favor of maintaining the doctrine of concealment is 
that insurance premiums are made commensurate with the risks undertaken, and 
that the selection and control of risks is therefore essential to the successful operation 
of insurance enterprise. In as much as the nature of contractual subject matter is 
significant in adjusting the price term of most contracts, this is actually a statement 
that this type of contract is a special one, probably on the grounds that the insurance 
business is vital in modern social and economic equations, and therefore should be 
given extraordinary protection. 

This position becomes doubtful under careful scrutiny. While it is doubtless 
true that the insurer plays a very significant role in modern society, there is no prov- 
able basis for saying that insurance contracts are more important than brokerage 
contracts, or sales contracts, or any of many industrial and commercial varieties. The 
answer may be that this is so, and that therefore there should be a duty of disclosure 
in all contracts with the rule not being restricted to special types. The author takes 
no real position on this point, in so far as it involves a more over-all study; this essay 
is a discussion of the doctrine of concealment taken together with the prevailing social 
precepts which presumably reflect, through judicial decisions, that a general duty of 
disclosure is undesirable. It might be that the category of contracts receiving special 
treatment might be broadened. However, this line of inquiry is absorbed in the 
immediate question—whether the insurance contract itself merits inclusion in any 
such category. 

In recognizing the well-founded principle that premiums must be commensurate 
with the risk, it must not be forgotten that there are several principles operating in 
direct competition. Generally speaking, a promisor is under a duty to perform his 
contractual obligations even though he has made a bad bargain. In addition, the 
insurer assumes the risks of mistakes which occur in an investigation which he him- 
self launches. If there is a belief that the insurer should know all material facts 
at the insured’s peril, why should it make any difference that the insurer made some 
effort to discover the facts and failed to do so. Indeed, discouragement of investiga- 
tion by the insurer removes a factor which could materially improve the insurer’s 
evaluation of the risk. Furthermore, the superior technical knowledge and typical 
economic affluence enjoyed by the insurer have led courts to look favorably upon 
insureds as parties-plaintiff, and caused them to be concerned with a fairness to 
people who are, in the final analysis, stated to be common laymen just wandering 
about.” The well-advertised slogan that insurance contracts are “contracts of 


7 The judicial recognition of insureds as constituting an unclassified herd of lambs must not be 
confused with the growing reality in the insurance business of organized buyer resistance. Large business 
concerns, as well as large scale associations of insurance buyers, are forces to be reckoned with by the 
insurers, who are themselves really businessmen who need customers to stay in business. 





























Tue Doctrine or CoNCEALMENT 409 


adhesion” stems from this type of thought, the feeling being that since the insurer 
can lay down the contractual terms, he can protect himself and is in fact deemed to 
be protecting himself. This does not take into account the large measure of state 
regulation of insurance companies, which is very strong in life insurance and fire 
insurance. 

The concept of fairness obtains recognition on both sides of the argument as to 
the retention of the concealment doctrine. Overly much liberty with the insurance 
contract may promote cheating by dishonest (which includes the marginally honest) 
insureds; the temptation to collect money on artificially induced “fortuitous” oc- 
currences is especially strong in the insurance field because of probative handicaps 
and the lure of ready funds so obviously available. Some insurers are in the habit 
of admitting that defenses like that of concealment are technical defenses, but state 
that such defenses are necessary safety valves to prevent the duping of insurance 
companies. 

In short, if the company feels it is being cheated, and cannot otherwise prove the 
point, it should be able to invoke a technical defense to escape liability. While most 
insurers are exceedingly trustworthy and would exercise an honest discretion, com- 
mon principles of fair play demand that an objective third party be the arbiter of 
disputes. There is no place for the settling of grievances through the unilateral 
judgment of one party, no matter how benevolent. 


VII 


Tue Proposat: STRIKE OFF THE DocrrinE oF CONCEALMENT AND 
SusstiruTE Orpinary Contract Russ 


The doctrine of concealment must be stricken from the law of insurance. It was 
the judicial result of the socio-economic pressures of a time. But the time changed, 
and pressures flowed into counterpressures, which left a judicial skeleton surviving 
to meet the challenge of an era in which it has no useful place. It is wrong to 
neutralize judicial remnants with multifarious exceptions, patchwork relief, and 
tenuous distinctions. Examination of the two principal areas of the exercise of the 
concealment doctrine—that where no application is required, and that of interim 
nondisclosure—shows the true dessert of the phrase “doctrine of concealment” to be 
rapid consignment to insurance law oblivion. 

The insurer comes forward with no good reason why his business should receive 
favored legal treatment over other similarly vital commercial and social activities. 
The situation of the insurer and insured has almost reversed since the introduction 
of the special doctrine, and if either party requires protection in the modern society, 
it is more usually the insured. This is believed applicable to all branches of insur- 
ance, including marine insurance. 

Outside of life insurance, with its allied forms of coverage such as accident, health, 
and disability insurance, and marine insurance, the insurers do not uniformly re- 
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quire written applications. In fact, dependent upon local conditions, fire, liability, 
casualty, fidelity, and inland marine coverages are generally obtainable by telephone, 
informal letter, or personal conversations. The lack of specific insurer questioning 
invites the nondisclosure of facts because of the varied traits of inexpertness, igno- 
rance, uncertainty, fading memory, and dishonesty which appear in any representa- 
tive selection of members of society, let alone a group of insurance applicants. 

It is often put squarely to the insurer that if he regards a fact as material, why 
does he not ask about it. For instance, in the Stecker case, prior to issuing the policy, 
the insurer could have required the insured to state, either in writing or orally, that 
he had had a prior criminal conviction. The failure to exercise the ability to ask 
questions, in which information on material facts could be elicited, is extremely 
damaging to the insurers who, having taken the premiums in cheerful silence, cry 
“concealment” when it is time to pay the loss.. The Stecker case reflects this senti- 
ment very strongly.” 

It is contended that the requirement of an application would result in added 
administrative expense to the insurer and consequently in higher insurance cost to 
the consumer. If this is assumed to be true, it is still no answer to the failure of the 
insurer to put forth several basic questions at the point of contact with the insured 
prior to the writing of the policy. It might be that the small price increases would be 
compensated for in the additional solidity of the insurance policy obligation. The 
experience of insurers throughout the industry does not establish the general prop- 
osition that application forms themselves mean an expense factor substantial enough 
to increase the consumer costs, nor that competitive factors would allow this. It 
goes almost without saying that the more adequate screening of risks would result 
in the rejection of more undesirable risks, thus increasing the company’s fisc through 
a more favorable loss experience. 

The thesis here is not that insurers are to be swindled at will, but merely to sub- 
ject them to ordinary contract rules as to nondisclosure, and that the defense of 
“concealment” should be expunged from the insurance law as a special concept. 

Where they ask no questions and require no applications prior to the issuance 
of their policies, insurers should not be heard to complain about nondisclosure of 
information which could have been simply elicited. This is not to say that the 
insurer must go out and investigate the circumstances of every risk. No such thing 
is proposed. Once an insurer receives a representation from the insured, he should 
be entitled to rely on the representation.”* This is not only in accord with accepted ° 


™ Stecker v. American Home Fire Assur. Co., supra note 53. 

*? The extent to which the insurer may rely upon representations is a principal facet of the ever raging 
controversy as to whether innocent misrepresentation should be grounds for an avoidance of the policy. 
Those favoring such a rule would allow the insurer to rely completely on the representations. Full 
discussion of the conflicting views on this subject is beyond the scope of this article. For an excellent 
analysis see Prosser, Innocent Misrepresentation of Health in Insurance Applications, 28 Minn. L. Rev. 141 
(1944). For the author’s views on this subject, see Harnett, Misrepresentation in Life Insurance Applica- 
tions: An Analysis of the Kansas Law and A Proposal for Reform, 17 J. Bar Ass’N Kansas 214 (1948). 
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principles of fair dealing, but is consistent with the common law rule that a contract 
may be rescinded for material misrepresentation of fact, whether innocent or wilful.” 
Inadequate investigation would be prejudicial to the insurer, so that the only 
alternative would be to conduct extensive investigation, and this would raise a cost 
factor of substantial impact. Then, too, there is a limit to the facts which can be 
unveiled by the insurer, many of the facts being within the peculiar knowledge of 
the insured. 

The very development of the non-marine rule indicates the futility of the doctrine. 
If the gist of the doctrine is that the insurer would not have entered into the contract 
had he known the fact, why is it decisive whether the insured’s conduct was wilful? 
The materiality of the fact is unchanged. Extending this, even the strict marine rule 
is inadequate, for if materiality of the fact is the sole consideration, the requirement 
that the insured know the fact is pointless. The explanation is that any root of the 
doctrine today must be in fairness to the parties. 

The law of misrepresentation illustrates interestingly the outmoded nature of the 
storied uberrimae fidei. As discussed above, several jurisdictions adopt the rule 
that innocent material misrepresentation avoids the policy; this rule is also known as 
the “marine rule” of misrepresentation."* But more jurisdictions hold that for 
avoiding insurance contracts innocent material misrepresentation is not enough; the 
misrepresentation must not only be material, it must be with the intent to deceive 
the insurer. The rule of law in contracts, generally, however, is that innocent ma- 
terial misrepresentation is grounds for avoidance. Therefore, those jurisdictions re- 
quiring intent to deceive in avoidance for misrepresentation impose a more onerous 
requirement on insurers than on contracting parties generally. It seems unreasonable 
then to turn about and invoke a duty of disclosure, unknown to the general con- 
tracts law, on the grounds that the insurer is a special contracting party worthy of 
special protection. 

This leads to the natural question. If concealment is to be abolished as to forms 
of insurance in which no application is used, then what about those which do re- 
quire applications? The interim nondisclosure area, as a practical matter, involves 
nothing more than misrepresentation. This has been analyzed above. In those 
jurisdictions requiring intent to deceive in both misrepresentation and concealment, 
there is no separation of concept. 

The concealment notion is here really an unexplained deviation to the general 
rule that a representation continues down to the date of the closing of the contract. 
But in those jurisdictions which allow avoidance for innocent misrepresentation, but 
require intent to deceive in interim nondisclosure, an inconsistency arises. If the 
innocent misrepresentation was made in the application, such a jurisdiction avoids 
the policy on the grounds that the insurer was induced to contract by the applicant’s 


78 Witt1AM L. ProsseR, HANDBOOK OF THE Law oF TorTs 714, 715 (1941). 
™ MacDowell v. Fraser, 1 Doug. 260, 99 Eng. Rep. 170 (K. B. 1779), is the leading case. 
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affirmative act; yet where the factor causing the inducement changes before the 
contract is closed, but after it was originally asserted, the insurer is no less induced 
when he closes the contract, but now the insured’s conduct must have been wilful. 
Notice that the misrepresentation at the outset is more likely to be detected because 
of the physical examination and leading questions. The more logical rule would 
seem to be that the insurer should receive greater, not less, protection in the interim 
period. The underlying idea is probably that laymen, unknowing in life insurance 
underwriting, believe that the application and contemporaneous physical examina- 
tion is the company’s opportunity at them, and that where subsequent infirmity ap- 
pears they were just lucky to have applied for insurance when they did. (The agent 
was right. They did need insurance.) Those of a more cynical bent might suggest 
that the dating of the policy by the insurer as of the application date for premium 
anniversary purposes, while coverage actually commences some weeks later, is a bold- 
ness on the part of the insurer that merits a little sympathy for the applicant. In any 
event, the use of the non-marine concealment rule on representations rendered untrue 
in the life insurance interim period in innocent material misrepresentation jurisdic- 
tions portrays a situation where putting the usual hex of uberrimae fidei on the in- 
sured operates as a hardship to the insurer. 

As to interim nondisclosure where the application is made untrue, the problem 
is properly misrepresentation, and the results should be forged in terms of the 
jurisdiction’s concept of representations. Where a so-called partial disclosure, which 
is in reality a lie or a misleading half truth, is made, the limited statement issued is a 
misrepresentation—an affirmation by the insured to induce the insurer to contract. 
Therefore, much of the present-day concealment doctrine is merely a misconception 
of the doctrine of misrepresentation. The majority of the courts have paid little 
real attention to this phase because of some similarity of results. 

The only thing left to the possible operation of the doctrine of concealment 
would be those facts not elicited by the insurer orally or through written applica- 
tion. While a question can be put, “Are you now on your way to fight a duel?,” it 
is not possible to anticipate every conceivable secret locked in an applicant’s mind. 
Here the insurer can receive adequate protection in the normal rules of contract law 
without any favored treatment. 

The American Law Institute Restatement of Restitution sets forth such a prin- 
ciple very fully :” 

Fraud . . . means . . . non-disclosure, where it is not privileged, by any person intending 


or expecting thereby to cause a mistake by another to exist or to continue, in order to 
induce the latter to enter into or refrain from entering into a transaction. 


It is elementary that where one contracting party knows that the other party is 
laboring under a material misapprehension which, if the mistake were mutual, 


1 Sec, 8(1)(c) (1937). 
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would render the contract voidable, the knowing party must disclose.”* Similarly, 
where the parties contract on the basis that there is a risk of the happening of an 
event or the existence of a condition which would affect the value of the subject 
matter, and one of them has knowledge of the happening or the existence of the 
condition, nondisclosure may render the contract voidable.™ 

The requisites of these rules of contract law would oblige the insurer to ask basic 
questions or to obtain representations in applications. There would be a substantial 
burden on the insurer to establish that he entered the contract under certain material 
conceptions with the full knowledge and the tacit encouragement of the insured. 
In the absence of elicited representation, the insurer could not prevail except in the 
case of palpable materiality. Since the sine qua non of the present majority non- 
marine rule is palpable materiality, wherein the insured is felt to have had knowledge 
of the materiality and intended to deceive the insurer, many jurisdictions are already 
at the point of ordinary contractual adjudication. 

In a number of the non-marine cases where the doctrine of concealment is invoked, 
the insurer could have learned the fact by questioning the insured.”* Those juris- 
dictions which apply the strict marine rule to non-marine risks, despite the fact 
that the insurer made no inquiry or required no application, are simply ignoring 
the modern social facts of the insurer-insured relationship, and instead are swamped 
by history. 

The marine rule itself has outworn its usefulness, for in marine insurance the 
insurer typically requires a written application and elicits detailed information prior 
to the issuance of the policy. This applies to cargo as well as hull insurance. Marine 
insurance stands with the entire non-marine field in the complete reversal of the 
original reasons for the concealment rule. Similarly, because of the extensive ques- 
tions put forth at the outset, most marine “nondisclosures” today are in reality mis- 
representations. 

The last point, and a very obvious one it is, is that in any event the naked 
teminology “concealment” should be abandoned. The word is intended to mean a 
“nondisclosure,” and throughout the law “concealment” connotes a different mean- 
ing. The hygiene of legal semantics demands the removal of this misleading termi- 


nology. 
Vill 


ConcLusIon 
The doctrine of concealment must be excised from the law of insurance. Non- 
disclosures in the interim between the application for and the delivery of insurance 
policies rendering representations untrue, as well as deceiving partial disclosures, 


7 ResraTEMENT, RESTITUTION §8, comment b (1937). 


™ Ibid. 
7® E.g., Bebee v. Hartford County Mutual Fire Ins. Co., 25 Conn. 51, 65 Am. Dec. 553 (1856); cf. 


German-American Ins. Co. v. Norris, 100 Ky. 29, 37 S. W. 267 (1806). 
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are properly misrepresentations and should be treated as such. As to nondisclosures 
properly called, the ordinary rules of contract law dealing with nondisclosure should 
be applicable to insurance contracts. 

Where the four pronged non-marine rule is invoked, the after-effect is confusion— 
judicial reaction to the harsh marine rule smuggling in ordinary contract rules to 
work just results. Where the three pronged marine rule applies, injustice is pro- 
moted by the application of a rule which is acknowledged to be without its original 
justification, and which has little justification other than precedent. 

The retention of an empty doctrine is productive only of confusion and injustice. 
The law does not thrive on fictions or artificial rules, nor does it grow on a multitude 
of unused phrases of art. The law must be as simple and straightforward as possible, 
reflecting the precepts of the society that it serves. 








SOME LIMITED-INTEREST PROBLEMS 


Epwarp S. Goprrey* 


This paper discusses a few of the problems that arise out of an insured property 
loss where the policyholder’s interest in the lost or damaged property, while sufficient 
to be insurable, amounts to less than full unencumbered ownership. 

For example, suppose that C, one of two joint owners of a building, without any 
concealment or misrepresentation of the extent of his interest, obtains a fire policy 
insuring him against loss or damage to the property and pays premiums at the 
same rate that a sole owner would pay on the same property. The building burns. 
Is C limited in recovery to one-half the value of the building at the time of the fire, 
or may he recover in the same manner as if he were sole owner of the fee? If he 
does recover, or is voluntarily paid, in excess of one-half the value of the building, 
does he hold the excess in trust for his co-owner? What happens if the other owner 
has also fully insured himself against loss to the same building? 

Similar questions arise where the insured’s interest is limited in other ways. 
Typically, disputes in this area of the law arise where the insured is a party to a 
bailment, land contract, mortgage, or lease. The property which is the subject of the 
insurance may be real or personal. The peril insured against may be fire or other 
hazard: although the law in this field has grown chiefly out of disputes arising under 
fire policies, the rules thus developed have been adopted where other types of non- 
marine property insurance are involved.’ Of course, regardless of the type of peril 
covered, individual cases will be governed by specific policy language, especially 
valued policy clauses, and by applicable statutory provisions.? 

We may frame our inquiry in general form as follows: assuming that a property 
loss has been sustained by a policyholder having a limited interest in the subject 
of the insurance; that the company cannot defend successfully upon any theory of 
misrepresentation, concealment, or breach of warranty or condition;* and that there 

* A.B. 1934, Harvard College; LL.B. 1939, Columbia University. Member of the New York bar; 
Professor of Law, Albany Law School, Union University since 1948. 

* Non-fire cases, not marine, involving limited-interest problems have been generally decided accord- 
ing to rules worked out in fire cases with little judicial comment upon that fact: Lack v. Western Loan 
& Building Co., 134 F. 2d 1017 (oth Cir. 1943) (earthquake); Wohlt v. Farmers’ Home Hail, Tornado 
& Cyclone Ins. Co., 206 Wis. 35, 238 N. W. 809 (1931) (tornado); Crisp County Lumber Co. v. 


Bridges, 187 Ga. 484, 200 S. E. 777 (1939) (storm). 

* The effect of valued policy provisions will not be considered except incidentally. See Note, 68 
A. L. R. 1344, 1352 (1930). 

* Litigation frequently arises under policies which are in terms “void” if the interest of the inseenl 
is not sole and unconditional ownership. (But see the 1943 New York standard fire insurance policy 
in which this condition is ¢liminated.) Apart from statutory change, where the policyholder informs 
the company’s agent of the limited nature of his interest at the time of placing the insurance, all 
but a few jurisdictions hold the company estopped to assert the breach of the sole-ownership condition. 
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is no issue as to valuation of the loss apart from the question of measuring the in- 


sured’s limited interest,* then: 
(1) What is the proper measure of recovery by the policyholder against the 


insurance company? 
(2) If the company pays the policyholder the full amount of the loss, voluntarily 


or after suit, may other persons having interests in the property compel him to 
disgorge any part of his recovery? 

(3) Where separate policies have been issued to the owners of other interests will 
multiple recovery against the companies insuring the several risks be permitted in an 
amount exceeding the total value of the property ?® 

These and other related problems have already received considerable attention 
in the literature,® and it is not here intended to offer anything like a full synthesis 
of the law on the subject. The peculiar rules in this branch of the law of insurance 
have been worked out mainly through and around two general ideas: the idea of in- 
demnity, and the idea that a non-marine property insurance contract is a personal con- 
tract." Examination of the limited-interest cases over the past century reveals an in- 
teresting struggle in the courts over the scope and application of these juridical ideas. 
The insurers have sought in court to have “indemnity” defined narrowly and applied 
widely to limit recovery, and they have also sought to extend the doctrine that in- 
surance is a personal contract so as to defeat recovery by or on behalf of any party to 
whom they have not clearly consented to be bound. On the other side, policyholders 
and other claimants have sought to expand the meaning of “indemnity” so as to 
prevent it from limiting recovery and have argued that the doctrine of non-assignabil- 
ity should be held to its original procedural confines. It is the purpose of this paper 
merely to show how the courts have resolved these opposed drives in a few types 
of cases and to indicate the bearing of recent decisions on the conflict. 


This result is reached despite nonwaiver clauses. Welch v. Fire Ass’n of Philadelphia, 120 Wis. 456, 
98 N. W. 227 (1904). Epwin W. Patrerson, Cases AND MATERIALS ON INSURANCE 711 (2d ed. 1947). 

“The valuation problem has been treated by Bonbright and Katz, Valuation of Property to Measure 
Fire Insurance Losses, 29 Cor. L. Rev. 857 (1929). See also Note, Valuation and Measure of Recovery 
Under Fire Insurance Policies, 49 Cou. L. Rev. 818 (1949). 

* The problem of contributing insurance will not be considered. See Grorce RicHarps, THE Law oF 
InsuRANCE 458-466 (4th ed. 1932). Nor subrogation problems. See Grorce W. Gose, Cases on INsur- 
ANCE 709-726 (2d ed. 1949). 

* See, ¢.g., 5 Joun A. APPLEMAN, INSURANCE Law AND Practice, cc. 149-151 (1941); Goble, op. cit. 
supra note 5, at 666-726; PATTERSON, op. cit. supra note 3, cc. 4-6, passim; RicHARDs, op. cit. supra note 
5, at 64-70, 75-84, 467-482; 2 THEODORE Sepcwick, A TREATISE ON THE Law OF DAMAGES 1514-1518 
(9th ed. 1920); Wittiam R. Vance, HanpBook oF THE Law oF INSURANCE 652-666 (2d ed. 1930); 
Wiiuiam R. Vance, Cases AND OTHER MATERIALS ON THE Law oF INSURANCE 659-689 (3d ed. 1940);3 
Harnett and Thornton, Insurable Interest in Property: A Socio-Economic Reevaluation of a Legal Concept, 
48 Cor. L. Rev. 1162, 1175-1178 (1948); Harvey, Insurance of Limited Interests—Mortgagor. and 
Mortgagee, 10 L. Q. Rev. 48 (1894); McClain, Insurance of Limited Interests Against Fire, 11 Harv. L. 
Rev. 512 (1898); Note, 68 A. L. R. 1344 (1930). For a valuable discussion of the Canadian decisions, 
see Campbell, Some Aspects of Insurable Interest, 27 Can. B. Rev. 1, 8 (1949). 

*Lett v. G. F. Insurance Co., 125 N. Y. 82, 25 N. E. 1088 (1890). 

* E.g., consent in advance would appear clearly implied in policies “for the benefit of whom it may 
concern.” See PATTERSON, op. cit. supra, note 3, at 178. 
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I 


When a modern court states that a contract of property insurance is a contract of 
indemnity, it usually has in mind some such proposition as this: that, unless otherwise 
agreed or required by statute, the recovery of the insured must be measured by the 
actual economic impairment of his interest in the insured res.° Not less, for then the 
insured would not get as much as he bargained and paid for; not more, for then 
he might profit in some cases by occurrence of the insured event. The basic thought 
behind this proposition seems to be that the loss insured against is the loss in value 
of the insured’s interest in the res, not necessarily the entire economic loss sustained 
by the insured as a result of damage to that interest. Loss of rents or profits, for 
example, is not recoverable under an owner’s fire policy in the absence of specific 
coverage." The insured’s interest is thus conceived of as having an existence and 
value independent of its connection with the particular insured and independent of 
any special circumstances in which he may find himself. The amount of the loss is to 
be objectively evaluated accordingly.” 

Emlin McClain has shown how the notion of indemnity, at first used chiefly as a 
test for distinguishing insurance policies from wagering contracts, developed into a 
norm for ascertaining the proper measurement of recovery.’* McClain’s conclusion 
from examining the early limited-interest cases was:" 


Although these illustrations indicate that a description of insurance as a contract of 
indemnity did not mean all that such a statement has, in the later development of the 
law, been supposed to mean, yet they may perhaps be considered as indicating a general 
conception of the obligation of the insurer, limiting it in practice, so far as consistent with 
the express language employed, to an obligation to make good the loss suffered by the 
insured through the destruction of or injury to the property within the terms of the 
contract. Judges have frequently qualified the expression as to indemnity by saying that 
the contract is not a perfect contract of indemnity, but the disposition has been very 
strong to reason out every question arising as to the liability of the insurer on the theory 
that indemnity only has been contracted for. 


By the time McClain made his study, several peculiar applications of the in- 
demnity principle had become well recognized. Thus, it was already settled that 
the mortgagee or the vendor who insures his own interest in real estate against 
fire is not limited in recovery to the extent to which his security is impaired below 


° Cf. 1 Joun W. May, Law or Insuranice §6 (4th ed. 1900); Harnett and Thornton, supra note 6, 
at 1176. 

2° Vance, HANDBOOK OF THE Law oF INsURANCE 932 (2d ed. 1930). See Bonbright and Katz, supra 
note 4, at 865. 

™* The courts tend to think of “value” itself as something “more or less intrinsic and objective.” 
Bonbright and Katz, supra note 4, at 864-866. 

12. McClain, supra note 6, at 512-515. 

38 Jd. at 515. (Footnotes omitted.) This formulation of the doctrine of indemnity is somewhat 
different from that suggested in the text, supra. Applied literally, McClain’s proposition seems to exclude 
recovery by a mortgagee who has insured his own interest and whose security remains ample despite 
the damage to the premises. The decisions do not support such an exclusion, as McClain observes. Id. 
at 517. On the other hand, his formulation would permit recovery of rents contrary to the decisions. 
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the amount of his outstanding claim against the mortgagor or vendee.’* Such se- 
cured creditors insuring their own interest are held entitled to the amount of the loss 
to the property itself, limited only by the face amount of the policy and the amount 
of the outstanding debt. In brief, the company is not permitted to show that the 
mortgagee or vendor is not really damaged because the remaining security is ample, 
the courts emphasizing that the subject matter of the insurance is “the property,” 
not the debt.’* However, in these cases “the property” turns out to be only the 
insured’s interest in the property, since all courts do limit the secured creditor’s 
recovery to the amount of his outstanding claim*® where no agency or trust can be 
found to sustain recovery of an additional sum for the benefit of the debtor.’7 The 
net effect is that the non-risk-bearing mortgagee or vendor who insures his own 
interest recovers for his own use and benefit either the policy limit, or the amount 
of the outstanding debt, or the amount of the loss or damage to the property as a 
whole, whichever is least. 

In all this there is no serious strain on the classical theory of indemnity. In fact, 
these security cases strongly support the view that the loss or damage for which the 
insured will be “indemnified” is the loss or damage sustained by his interest in the res 
conceived as having independent existence and value—not necessarily the economic 
loss actually sustained by the insured himself as a result of the disaster, nor yet 
necessarily the full loss in value sustained by the res. 


II 


The bailment cases create little difficulty so far as the theory of indemnity is con- 
cerned. The bailee purporting to insure against loss to property held “in trust or on 
commission, or sold but not removed,” is permitted to recover the full amount of the 
loss within the policy limit even though he is under no liability for loss of the goods, 
has no lien for charges, and has not even adduced positive evidence of ratification or 
adoption of the policy by the bailor either before or after the loss.“® An original 
intent to benefit some bailor is presumed. Ratification or adoption of the policy is 
also presumed. Consequently, to the extent that recovery under the policy would 


** Excelsior Fire Insurance Co. v. R. Ins. Co. of Liverpool, 55 N. Y. 343, 355 (1873) (mortgagee); 
Wohlt v. Farmers’ Home Hail, Tornado & Cyclone Insurance Co., 206 Wis. 35, 238 N. W. 809 (1931) 
(vendor). The same principle has been applied to the insurance of a mechanics’ lien. Royal Insurance 
Co. v. Stinson, 103 U. S. 25 (1881). See Note, 68 A. L. R. 1344, 1350 (1930). 

*6 Excelsior Fire Insurance Co. v. R. Ins. Co. of Liverpool, supra note 14. This result has been 
reached even where the mortgagee has collected the entire amount of the debt upon foreclosure after 
the loss. Sun Insurance Office v. Beneke, 53 S. W. 98 (Tex. Civ. App. 1899). Likewise, where the 
mortgagor-owner has restored the damaged premises, without the knowledge or consent of the mortgagee, 
before the loss became payable. Savarese v. Ohio Farmers Ins. Co., 260 N. Y. 45, 182 N. E. 665 (1932). 
As to whether procuring of insurance by the mortgagee violates a provision in mortgagor’s policy against 
additional insurance, see Note, 66 A. L. R. 1173 (1930). 

*° This proposition does not hold in the relatively rare case where the mortgagee or vendor bears 


the risk of loss in the transaction. 
** Smith v. Hardware Dealers Mut. Fire Ins. Co., 253 Wis. 129, 33 N. W. 2d 206 (1948). See note 


16 supra. 
*® Waring v. The Indemnity Fire Ins. Co., 45 N. Y. 606, 6 Am. Rep. 146 (1871). 
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exceed the amount of loss to the bailee’s own interest in the goods, he holds the pro- 
ceeds for the use and benefit of the owner of the goods.’ Moreover, the bailor is per- 
mitted to recover on the bailee’s policy if the bailee declines to do so.”° 

The device of implying an agency or trust has attracted the courts in other divided 
interest cases where they have wished to prevent both the escape of the insurer and 
the undesirable enrichment of the insured. Thus, despite English precedent to 
the contrary,” the majority of American courts have permitted the contract vendee 
of real estate who bears the risk of loss to recover insurance proceeds paid to the 
vendor where covered loss or damage to the premises occurred before conveyance 
of the title.2? Usually, where this result is reached, the vendor has placed the in- 
surance some time prior to the making of the land contract. The vendor is said 
to be trustee of the proceeds to the extent that they exceed the vendee’s outstanding 
obligation for the purchase price, although the vendor has made no express agree- 
ment to insure for the vendee’s benefit.* 

The problem of the courts in the land contract cases has been not so much how 
to apply the indemnity principle as how to justify recovery by or for the vendee in 
the face of the traditional rule against assignability of non-marine property insurance. 
Whatever the procedural origin of the doctrine that non-marine property insurance 
is a personal contract,” it has undoubtedly been fostered by the reluctance of the 
courts to subject insurance companies to liability to strangers of unknown honesty 
on contracts where there is often strong temptation to fraud. The bailment cases 
probably did not originally, and certainly do not now, represent a breach of this rule, 
since consent in advance on the part of the company to recovery by or for the bailor- 
owner is reasonably inferred from the known needs of commerce.”® However, in the 
land contract cases, the circumstances are not so helpful in supporting the inference 
of consent in advance. The moral hazard seems clearly greater, in fact, in the case 
of the risk-bearing vendee in possession of realty than in the case of the bailor- 
owner of goods who is out of possession. But the courts are faced with a trilemma: 
they must either (1) let the company escape liability so far as the vendee’s interest 

+° The precise language of the policy must be watched. Where the policy covered bailee’s “interest in 
and legal liability for” property held by bailee “in trust or on commission or on joint account with others 
or on storage or for repairs,” it was held that the bailor-owner’s interest had not been covered. Brooklyn 
Clothing Corp. v. Fidelity-Phenix Fire Ins. Co., 205 App. Div. 743, 200 N. Y. Supp. 208 (2d Dep’t 1923). 

2° Exton & Co. v. Home Fire & Marine Ins. Co., 249 N. Y. 258, 164 N. E. 43 (1928); Kellner v. 


Fire Association of Philadelphia, 128 Wis. 233, 106 N. W. 1060, 116 Am. St. Rep. 45 (1906). 

#1 Rayner v. Preston, 18 Ch.D. 1 (1881). 

*2 F.g., Brady v. Welsh, 200 Iowa 44, 204 N. W. 235 (1925). But see Brownell v. Board of Educa- 
tion, 239 N. Y. 360, 374, 146 N. E. 630, 631 (1925). See Notes, 37 A. L. R. 1324 (1925), 40 A. L. R. 
607 (1926), 51 A. L. R. 929 (1927). Where risk of loss is on the vendor before conveyance, the vendee 
has been held not entitled to specific performance with application of vendor’s insurance money to the 
purchase price. Brownell v. Board of Education, supra. See Pepper, The Rights of Vendor and 
Vendee in Respect of a Policy of Insurance Upon Property Sold, 33 Am. L. Rec. 134 (1894). 

*® But in Godfrey v. Alcorn, 215 Ky. 465, 284 S. W. 1094 (1926), the vendor insured his own 
interest after the contract had been made. 

** Brady v. Welsh, supra note 22. *5 See PATTERSON, Op. cif. supra note 3, at 181. 

2° See Waring v. The Indemnity Fire Ins. Co., 45 N. Y. 606, 6 Am. Rep. 146 (1871). 
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is concerned, after it has collected premiums for coverage of the very premises 
injured; or (2) let the vendor recover the entire insurance for his own sole benefit 
when his interest in the property is limited to a vendor’s lien, thus violating the in- 
demnity principle; or (3) let the vendee recover against the company or against 
the vendor on the fiction of a trust, thus actually, though not openly, violating the 
personal-contract principle.” Presented with these alternatives, the courts have gen- 
erally chosen the third, sometimes in the teeth of policy language strongly indicating 
that the insurer would have declined in advance to become liable for any loss or 
damage to a vendee’s interest.?* Justification for this choice has been found in the 
equitable rights and duties that spring out of the land contract. The prevailing atti- 
tude is as stated in the opinion adopted by the Supreme Court of Pennsylvania in 


Reed v. Lukens:*° 


. . . the plaintiff [vendee] was still obliged to take the property and pay the purchase 
money. The insurance company, however, became liable to pay for the loss to the 
defendant [vendor], because . . . he, as respects third parties, not privy to the contract of 
sale, is still to be regarded as the owner of the property. But as between himself and 
the plaintiff, the property was not his, but the plaintiff's; he could not appropriate to 
himself the money which the insurance company became liable to pay on that account; 
he had the property in trust, and the right which accrued in consequence of its destruction, 
took its place, was held in the same way, and liable to be enforced in a court of equity. 


With this attitude prevalent, it is improbable that the clause contained in some 
form in every standard fire policy, purporting to invalidate ‘an assignment of the 
policy, or to invalidate the policy itself upon assignment, without consent of the 
company, will of its own virtue save the company from liability for an amount in- 
cluding the vendee’s interest, at least where the policy itself has not been assigned. 
In Dubin Paper Co. v. Insurance Co. of North America® the Supreme Court of 
Pennsylvania permitted a vendee who had paid the full purchase price to preyail 
in a bill in equity to compel the insurers (1) to pay the proceeds of two fire policies 
to the representatives of the insured vendor and (2) to compel those representatives 
to hold the proceeds as trustees for the plaintiff. One of the policies involved was 
“substantially in accord” with the 1921 Pennsylvania standard fire policy, which con- 
tained a clause purporting to avoid the policy if assigned before loss.*1_ The limiting 
words of the 1943 New York standard fire policy, “... nor in any event for more 
than the interest of the insured . .. ” pose a nice problem in this type of case 

*7 Similar alternatives are discussed in Note, Subrogation of the Insurer to Collateral Rights of the 


Insured, 28 Cor. L. Rev. 202, 203 (1928). 
28 Dubin Paper Co. v. Insurance Co. of North America, 361 Pa. 68, 63 A. 2d 85 (1949). One of 


the policies involved contained a provision: “. . . nor shall the interest of the vendee or any other 


parties to the Agreement of Sale except the Assured hereunder be insured by this policy.” The vendee 
prevailed in a bill in equity against the insurer and the vendor. This result is basically hard to reconcile 
with cases like Ritson v. Atlas Assurance Co., 272 Mass. 73, 171 N. E. 448 (1930), denying an un- 
disclosed principal the right to sue on the policy even where he was a co-owner of the property with 
the agent who was nominally insured. 

2° 44 Pa. 200, 202, 84 Am. Dec. 425, 427 (1863). 

*° 361 Pa. 68, 63 A. 2d 85 (1949). *1 Id. at 86, 63 A. 2d at 94, n. 5. 
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which apparently has yet to be decided. If the reasoning and language of the 
Dubin case were followed, a vendee’s interest might still be included by representa- 
tion in the vendor’s recovery even in a jurisdiction using the 1943 New York policy.®” 
A strict construction of this language of the policy would eliminate any recovery 
on behalf of a represented interest. The courts may choose to say that such a 
sweeping change could not have been intended by the legislature, and thus permit 
recovery under the old rules where represented interests are involved. 

The equitable duties of the vendor of land have thus been the basis for the 
finding of a fiduciary relationship between vendor and vendee, enabling the majority 
of courts to hold the insurer fully liable and, at the same time, avoid enrichment of 
the vendor as a result of the loss. In such a view of the matter, there is no basis for 
subrogation by the insurer to the vendor’s contract claim against the vendee.** 


Ill 


A different situation is presented where insurance is taken out by a mortgagee or 
mortgagor. Here, neither party is entitled to any part of the proceeds of the other’s 
insurance,** unless (1) there can be found some agreement by the policyholder to 
insure for the benefit of the other party, so that an equitable lien may be imposed 
upon the proceeds,®® or (2) the policy itself contains language, such as an open or 
union mortgage clause, upon which a right in the cther party may be founded. In 
the absence of some express manifestation of consent, the courts have found no basis 
for inferring a fiduciary relationship between mortgagor and mortgagee in this con- 
nection.*® 

The mortgage cases are also perfectly consistent with the strict idea of indemnity. 
The mortgagee’s recovery under his policy for his own benefit is limited as stated 
earlier in this article. Under a policy taken out for his own sole benefit, the mort- 
gagor-owner recovers the entire amount of the loss within the policy limit, a result 
which is easily sustainable on the ground that he remains liable upon the mortgage 
debt after the premises have been destroyed or damaged and bears the risk of loss.** 
These rules obtain even where both parties have insured their interests separately.** 

3 Tbid. See Patterson, Insurance Law During the War Years, 46 Cor. L. Rev. 345, 354 (1946). 

%8 See Note, Subrogation of the Insurer to the Collateral Rights of the Insured, 28 Cor. L. Rev. 202, 


204 (1928). 

*4 Farmers’ Loan & T. Co. v. Penn Plate Glass Co., 186 U. S. 434 (1902); Carpenter v. The Provi- 
dent Washington Insurance Company, 16 Pet. 495 (U. S. 1842). 5 APPLEMAN, op. cit. supra note 6, 
§3381; Harvey, supra note 6, passim. See also Note, The Standard Mortgagee Clause in Fire Insurance 
Policies, 33 Cor. L. Rev. 305 (1933). 

*5 Chipman v. Carroll, 53 Kan. 163, 35 Pac. 1109 (1894). 

5° See note 34 supra. 

*” Royal Ins. Co. v. Stinson, 103 U. S. 25 (1881). See Note, 68 A. L. R. 1344, 1350 (1930). Cf. 
Harvey, supra note 6, at 48: “It would be otherwise if the debt were discharged by the loss of the 
security, as in the case of a loan upon a bottomry or respondentia bond. In these loans the risk . . . is 
upon the lender, and not on the owner, who can, therefore, recover . . . the excess only of the value of 
the security over the amount of the advance.” 

88 Farmers’ Union Mut. P. Ass’n v. San Luis State Bank, 86 Colo. 293, 281 Pac. 366 (1929); Brant 
v. Dixie Fire Ins. Co. of Greensboro, N. C., 179 S. C. 55, 183 S. E. 587 (1935). 
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To prevent enrichment of either mortgagor or mortgagee, where a mortgagee has 
insured for his own sole benefit his insurer will be subrogated pro tanto to the mort- 
gage debt after paying the mortgagee on his policy.*® Again, in permitting full 
recovery by a mortgagor-owner, the courts have insisted that what is being measured 
is the loss sustained by the insured’s property interest itself, not necessarily the loss 
actually sustained by the insured, who may have defaulted on his bond and whose 
affairs may be so embarrassed that redemption is, in fact, quite improbable.” The in- 
sured’s property interest is thought of as still amounting to ownership of the res 
although events have made its early defeasance almost certain.** 


IV 


There have been relatively few decisions on the proper measure of recovery by a 
policyholder whose interest in the res is that of either common or joint ownership.” 
Under the old standard fire policy forms, the sole and unconditional ownership 
clause usually defeated such a policyholder at the outset.** 

In the absence of circumstances raising an inference of agency or trust for the 
other cotenants, where one owner in common has insured the common property for 
its full value, recovery by the insured against the company has usually been limited 
to the value of his share.** Inference of agency or trust has not been drawn merely 
from the fact that the insurance was placed upon the property at its full value.*® 
Even where other cotenants were infants closely related to the insured, the insured 
tenant in common has been limited in his recovery.*® Consistently with this view, 
the insured tenant in common has been held to have no duty, arising merely out 
of the cotenancy relationship, to share insurance proceeds with the other cotenants 


*° Leyden v. Lawrence, 78 N. J. Eq. 453, 79 Atl. 615 (1911), same case 79 N. J. Eq. 113, 81 Atl. 
121 (1911), affirmed 85 Atl. 1134 (N. J. 1912). See Richards, supra note 5, at 79; Harvey, stpra note 
6, at 52. 

“° Farmers’ Union Mut. P. Ass’n v. San Luis State Bank, 86 Colo. 293, 281 Pac. 366 (1929). Cf. 
Columbian Insurance Company v. Lawrence, 2 Pet. 25, 46 (U. S. 1829) (vendee of realty in possession 
under a contract subject to an unfulfilled condition). 

**In Perkins v. Century Ins. Co., 303 Mich. 679, 7 N. W. 2d 106 (1942), the insured owner of the 
equity of redemption was held to be entitled to more than nominal recovery against the company 
although the loss occurred on the last day of the existence of her right to redeem. 

“? The authorities have not been careful to distinguish between joint tenancy and tenancy in common 
in connection with this subject. 

*° Porobenski v. American Alliance Ins. Co. of New York, 317 Pa. 410, 176 Atl. 205 (1935) (tenants 
by the entirety). The 1943 New York standard fire policy omits this clause. 

** Knight v. Eureka Fire & Marine Ins. Co., 26 Ohio St. 664, 20 Am. Rep. 778 (1875); Summer v. 
Stark County Patrons’ Mut. Ins. Co., 63 Ohio App. 369, 26 N. E. 2d 1021 (1940). But see National 
Union Fire Ins. Co. v. Morgan, 231 Ala. 640, 166 So. 24 (1936) (insurer knew the facts and collected 
full premium). 

“*In Burrows v. Farmers’ Alliance Ins. Co., 111 Kan. 358, 207 Pac. 431 (1922) on rehearing, insured 
was not permitted recovery beyond the amount of his own loss although insurer’s agent knew of the 
limitation on insured’s interest at the time of application. Plaintiff was denied recovery on behalf of 
the other co-owners because of a deficiency in his pleading. But see National Union Fire Ins. Co. v. 
Morgan, 231 Ala. 640, 166 So. 24 (1936), permitting full recovery where the insurer knew of the limi- 
tation on the insured’s interest and with that knowledge issued a policy as for an absolute title and 
received full premiums. 

** American Ins. Co. v. Porter, 25 Ala. App. 250, 144 So. 129 (1932). 
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whether or not the proceeds represent substantially the full value of the res.*7 
As might be expected, a tenant in common who did not insure the property has no 
cause of action against the policyholder’s company.*® 

Greater difficulty is presented by the measurement of a joint tenant’s recovery 
where he has insured for his own sole benefit. Since a joint tenant owns the whole 
estate for some purposes in the law, the courts might on that ground conceivably 
refuse to limit his recovery to the value of a fractional share of the estate. On the 
other hand, without the limitation the danger is present of separate recoveries by 
several joint tenants upon different policies in a sum total exceeding the amount 
of the loss. A similar situation, resulting in recoveries probably totaling in excess 
of the amount of the loss, was involved in a recent case in the Texas Court of Civil 
Appeals, although there the interest of the insured was more nearly that of a partner 
than joint tenant.*® The opinion seems to rest chiefly upon the presence of a valued 
policy statute and upon the insurer’s knowledge of the existence and amount of the 
other insurance on the premises. No case has been found actually passing upon the 
measure of recovery against the insurer by a joint tenant, as distinguished from a 
tenant in common. There has been some dictum indicating that the insured’s re- 
covery would be limited. The rights of other joint tenants to share in proceeds 
recovered by an insured joint tenant are governed by the same considerations that 
apply in the case of tenants in common.” It has been said that “whether the other 
joint owner has an interest in law or equity in the insurance money so collected may 
properly turn on the equities of the particular case.”** 


V 


Life tenants, lessees for years, and tenants with various insecure tenures such as 
estates at will or at sufferance or by the curtesy initiate, have made much trouble 


“7 Collette v. Long, 179 Miss. 650, 176 So. 528 (1937); Annely v. De Saussure, 26 S. C. 497, 2 S. E. 
.490 (1887). 

** Continental Ins. Co. v. Maxwell, 9 Kan. App. 268, 60 Pac. 530 (1900). Even where the insured 
intended to act as agent for the co-owner as undisclosed principal, the co-owner was denied the right 
to sue in Ritson v. Atlas Assurance Co., 272 Mass. 73, 171 N. E. 448 (1930). But see Howard Ins. Co. 
v. Chase, 5 Wall. 509 (U. S. 1867). The named insured in the Ritson case was said to be entitled to 
recover up to the value of his own interest, but no statement was made of what that would be. As to 
whether breach of condition by one tenant in common bars recovery by innocent co-tenants, see Note, 148 
A. L. R. 487 (1944). 

“° American Cent. Ins. Co. v. Harrison, 205 S. W. 2d 417 (Tex. Civ. App. 1947). The Court of 
Civil Appeals permitted full recovery by a co-tenant in London Assur. Corporation v. Belcher, 5 S. W. 2d 
844 (Tex. Civ. App. 1928), where the insurer knew that insured was only a part owner at the time 
of issuing the policy. In that case also, excess recovery by two co-owners was the result. 

5° Miles v. Miles, 211 Ala. 26, 29, 99 So. 187, 190 (1924). 

51 Miles v. Miles, 211 Ala. 26, 99 So. 187 (1924) (denying recovery by husband against wife who 
had maintained insurance on joint property). See 5 APPLEMAN, op. cit. supra note 6, §3361; 46 C. J. S. 
§1141 (1946). 

52 Miles v. Miles, supra note 51, at 29, 99 So. at 190. In a jurisdiction enforcing oral partitions 
among joint or common owners, it seems that in any case where such a partition has set off the subject 
of the insurance entirely to one co-tenant, such co-tenant should be entitled to full recovery for the loss 
within the policy limit, he being deemed in equity the sole owner of the land. See 2 Warren F. Wats, 
COMMENTARIES ON THE Law or REAL Property 80 (3d ed. 1947). 
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for the courts in this field, and the cases involving such persons show less uniformity 
in their results than those so far discussed. In fact, the strict theory of indemnity 
has been openly disregarded in some of the opinions in these cases. 

There ought to be little question that such a tenant who actually intends and 
purports to insure only his own interest in the property should recover only the 
value of that interest, which should be measured by the difference between the reason- 
able rental value and the rental cost to the insured for the probable remainder of the 
term, to be computed from material evidence, including life tables if necessary.™* 
Such a result does not conflict with the rule that ordinarily the insured is not en- 
titled to loss of use or rents under a fire policy; computation of the total prospective 
reasonable rental is merely a reasonable mode under the circumstances of determining 
the “intrinsic value” of the life estate. It must be said, however, that there are some 
cases which, while distinguishable, support the conclusion that the life tenant pur- 
porting to cover only his own interest may yet recover for the full loss to the entire res 
within the policy limit.> This view can be traced back at least as far as Franklin 
Ins. Company v. Drake.*® There the insured, whose wife owned a two-fifths undi- 
vided equitable interest in certain houses, “effected an insurance of his two-fifths in 
said houses.” The insured’s own interest in the premises was only a right to their 
use and enjoyment or their rents during the joint lives of himself and his wife, and 
a prospective statutory tenancy by the curtesy after the death of the wife. The court, 
finding that the husband intended to insure the full two-fifths interest in the houses, 
permitted recovery of the full value of the two-fifths interest within the limit of the 
policy. There was no intimation that the husband might have acted as agent for his 
wife in insuring the property. Instead the court used the following broad language 
to justify full recovery :°” 


If the assured had an insurable interest at the time of the insurance and also at the time 
of loss, he has a right to recover the whole amount of damage to the property, not ex- 
ceeding the sum insured, without regard to the value of the assured’s interest in the 


property. 

The court cited mortgage cases, which support no such broad proposition, and the 
hypothetical case of a lessee for years whose lease is about to expire but who 
is said to be none the less entitled to recover the full value of the property destroyed 
within the policy limit. The modern cases are divided on the latter proposition 
with probably some preponderance of authority against it.5® It seems that the 


5° Western Assur. Co. v. Stoddard, 88 Ala. 606, 7 So. 379 (1889); Merrett v. Farmers’ Insurance Co., 
42 Iowa 11 (1875); The Franklin Marine and Fire Ins. Co. v. J. G. Drake, 41 Ky. (2 B. Mon.) 47 
(1841). Cf. Harnett and Thornton, supra note 6, at 1176. 

5* Getchell v. Mercantile & Mfrs, Mut. Fire Ins. Co., 109 Me. 274, 83 Atl. 801 (1912); Note, 42 
L. R. A. (N.8.) 135 (1913). But see Harnett and Thornton, supra note 6, at 1176. 

5° See Liverpool & London & Globe Ins. Co., Ltd. v. Bolling, 176 Va. 182, 10 S. E. 2d 518 (1940). 

5° 41 Ky. (2 B. Mon.) 47 (1841). 

57 Id. at 50. 

5° Hale v. Simmons, 200 Ark. 556, 139 S. W. 2d 696 (1940); Harrington v. Agricultural Ins. Co., 179 
Minn. 510, 229 N. W. 792 (1930). See also Citizens’ Fire Ins. Co. v. Lockridge, 132 Ky. 1, 5, 116 
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Kentucky court would have been on safer ground to find a fiduciary relation between 
the insured and his wife and sustain recovery on that basis rather than completely 
disregard the principle of indemnity. However, the decision has had a pervasive 
influence in subsequent cases where the rights of life tenants and lessees have been 
concerned. 

Where a life tenant has insured the property up to its full value with the manifest 
intent of benefiting the remainderman or reversioner as well as himself, there has 
been little difficulty in sustaining full recovery. In that event the insured holds the 
proceeds in trust for the remainderman to the extent that they exceed the value of 
his own interest. 

The cases in which the life tenant has insured up to full value for his own sole 
benefit are divided as to the measure of recovery against the company. Here, 
generally speaking, the courts have not been attracted by any theory of agency or 
trust. An old Illinois case permitted the life tenant full recovery in this situation, 
relying upon the supposed principle announced in the Drake case, and in 1875 the 
Supreme Court of Iowa took the ground that a smaller sum would not compensate 
the insured life tenant for the loss sustained.“ This latter argument is said to be 
especially forceful where the insured occupied the premises as a homestead. Actu- 
ally it proceeds from the premise that the insurer has agreed to indemnify the 
insured for all loss he.sustains as a result of the insured event. Such is not the 
contract in most of these cases. Reasoning which allows full recovery to the life 
tenant merely because of loss of use and occupancy cannot be reconciled with reason- 
ing which denies recovery for use and occupancy by an owner under an ordinary fire 
policy.® 

Opposed to the Illinois and Iowa decisions referred to are two cases applying the 
strict principle of indemnity and limiting the life tenant’s recovery to the estimated 
value of his interest. In Beekman v. Fulton & M. Counties F. M. Fire Ins. Ass'n, 
a life tenant, fully insuring the premises solely for his own benefit, was limited in 
recovery to the value of his right of use for life, to be determined upon evidence of 
the locality and surroundings. The Appellate Division seemed to approve the 
S. W. 303, 304 (1909). Contra: Mississippi Fire Ins. Co. v. Planters’ Bank, 138 Miss. 275, 103 So. 84 
(1925) (under valued policy statute); Mancini v. Yorkshire Ins. Co., Ltd., of York, England, 54 R. 1. 
*9, 170 Atl. 82 (1934). See PATTERSON, op. cit. supra note 3, at 280. 

5® See Merrett v. Farmers’ Insurance Co., 42 Iowa 11 (1875). 

°° Convis v. Citizens’ Mut. F. Ins. Co., 127 Mich. 616, 86 N. W. 994 (1901); Trade Ins. Company 


v. Barracliff, 45 N. J. L. 543 (1883). For the problems involved where a testator insured the property, 
see Note, 21 Cor. L. Rev. 491 (1921). 

*1 Convis v. Citizens’ Mut. F. Ins. Co., supra note 60; Note, 126 A. L. R. 336, 349 (1940). 

®2 See In re Gorman’s Estate, 321 Pa. 292, 184 Atl. 86 (1036). 

®® Andes Ins. Co. v. Fish, 71 Ill. 620, 625 (1874). 

** Merrett v. Farmers’ Insurance Co., 42 Iowa 11 (1875). 

°° McClain, supra note 6, at 518, quoting from the opinion of Bowen, L. J., in Castellain v. Preston, 
11 Q. B. D. 380, 400 (1883), where support may be found for almost any position in the law of fire 
insurance. 

© Cf. Harnett and Thornton, supra note 6, 1176, n. 85. 

*7 66 App. Div. 72, 73 N. Y. Supp. 110 (3d Dep’t 1901). 
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use of mortality tables for measuring the life of the plaintiff, but rejected the com- 
pany’s contention that the value of the annual use of the house to the insured should 
be computed automatically at five per centum of the cash value of the house in ac- 
cordance with the New York rule for computing the present value of life estates. 
In the Beekman case, the company seems not to have been aware of the limitation 
on the insured’s interest at the time the policy was issued. 

The following year, the Massachusetts high court, hewing to the line of strict in- 
demnity, held that a tenant by the curtesy initiate who purported to insure fully his 
wife’s property for his own benefit must be limited in recovery to the value of his 
inchoate right at the time of the loss.®* In the court’s view, longevity was to be 
determined primarily by life tables, but actual probabilities might be shown by 
testimony. The court remarked upon the difficulty of assessing damages in such a 
case. 

These cases arise out of a situation that seems to be rather common, in which a 
man thoughtlessly insures his wife’s property in his own name. Considering the 
large number of property insurance transactions and the fact that they are seldom 
entered into with advice of counsel, the frequency of the error is not surprising. 
In some cases the agent of the company is aware of the true state of the title; in 
others, not. If the company refuses to pay the loss, the insured upon suit is con- 
fronted with the defenses of misrepresentation or non-disclosure and want of in- 
surable interest. If the company knew the state of the title when it issued the policy, 
or if the insured made no actual misstatement about it, the policyholder usually 
succeeds in overcoming the first defense with the weapon of estoppel. But in juris- 
dictions which give the husband no possessory rights in his wife’s land the defense 
of insurable interest has often barred recovery. We are thus considering here the 
fate of that remnant of insureds who have surmounted those absolute defenses, and 
the question is whether their recovery should be limited by strict application of the 
doctrine of indemnity and the doctrine that insurance is a personal contract. 

One basic argument for the doctrine of indemnity in fire insurance, that the in- 
centive to incendiarism should be reduced as much as possible, lacks force when it 
is sought to be applied in this particular type of case. Normally, the marital relation- 
ship is close enough and the practical interests of both spouses are so nearly identical 
that there is no more incentive for the husband to burn his wife’s property than there 
is for her to burn her own, especially where the insured res is a building which both 
spouses are occupying as a homestead. Perhaps somewhat more forceful in this 
situation is the argument that the insurer should have the privilege of passing upon 
the character of those for whose losses it may become liable. Still, the purpose of 
the privilege is to enable the company to reject undesired moral risks, and the actual 
difference in quantum of moral risk assumed by insuring the non-owning, rather than 


*® Doyle v. American Fire Ins. Co., 181 Mass. 139, 63 N. E. 394 (1902). 
®* Bassett v. Farmers’ and Merchants’ Ins. Co., 85 Neb. 85, 122 N. W. 703 (1909); Note, 68 A. L. R. 


362 (1930). 

















Some Limrrep-INTerEst ProsLems 427 


the owning, spouse is normally very slight. Normally also, insurance by the non- 
owning spouse is not taken out with any intent to make a ‘wagering contract. If it 
appears that the owning spouse has not insured the res, that fact is a circumstance 
tending to show that the policy taken out by the other spouse was not actually a 
wager. 

For these reasons the courts have not been too sympathetic with efforts by some 
insurers to limit recovery in these cases when there has been no intentional deception, 
wagering, or other misbehavior on the part of the insured or his spouse, and where 
the company has collected premiums at the full rate."° The difficulty has been in 
finding a sound legal basis for permitting full recovery. A number of techniques 
have been employed. Some courts have implied an agency in the husband to insure 
on behalf of his wife."! This device saves the indemnity principle but runs afoul 
of the personal-contract doctrine, which bars recovery by an undisclosed principal 
on a contract of insurance made by his agent.” A number of courts, following the 
dictum of the Drake case, supra, and a pronouncement in Corpus Juris," have taken 
the position in these and other cases that if the insured had an insurable interest at 
the time of the loss, he is entitled to recover the full amount of the loss within the 
policy limit, regardless of the extent of his particular interest."* As a general prin- 
ciple, this proposition seems manifestly unsound,” but it has proved useful in the 
type of case under discussion. 

Reformation does not seem to be helpful. There is clearly no basis for reforma- 
tion if the company was unaware of the true state of the title at the time of issuing 
the policy.”* Even if the company knew the facts at the time of issuing the policy 
it will still be impossible in most cases to find a promise by the company to insure 
the true owner, without which there is no proper basis for reformation.” 

Some courts, especially in the South, have adopted the view that where the com- 
pany knew of the limited nature of the insured’s interest at the time of issuing the 
policy, and with such knowledge issued the insurance as upon an absolute title and 
thereafter collected premiums in the same amount as would be due for insurance of 
the entire ownership of the property, the insured should be compensated as if he held 
the fee title.”* This rule, which has been applied in other types of limited-interest 


7 See Bassett v. Farmers’ and Merchants’ Ins. Co., supra note 69, at 88, 122 N. W. at 704. 

™ Trade Ins. Co. v. Barracliff, 45 N. J. L. 543 (1883). The court stressed the fact that the policy 
showed a design to cover the entire ownership, from which it followed that the property insured was 
not necessarily the interest of the policyholder alone. The court treated the wife as a disclosed principal 
of the policyholder and said that the measure of recovery would be the damages accruing to whatever 
interests are covered by the policy so far as the insured represents those interests. 

72 Ritson v. Atlas Assur. Co., 272 Mass. 73, 171 N. E. 448 (1930). 

™ 26 C. J. $459 (1921). 

™ Farmers’ Mut. Fire Ins. Co. v. Harris, 50 Ga. App. 75, 177 S. E. 65 (1934); Kludt v. German 
Mut. Fire Ins. Co., 152 Wis. 637, 140 N. W. 321 (1913). 

75 See Harrington v. Agricultural Ins. Co., 179 Minn. 510, 229 N. W. 792 (1930). 

6 See By-Fi Building and Loan Ass’n v. New York Casualty Co., 116 N. J. Eq. 265, 173 Atl. 9o 
(1934). 

™ See Salomon v. North British and Mercantile Ins. Co., 215 N. Y. 214, 109 N. E. r2r (r1gts). 

7 Western Assurance Co. v. Stoddard, 88 Ala. 606, 7 So. 379 (1889). 
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cases,”® seems to be thought of as resting upon the basis of estoppel,*° although fre- 
quently no reason other than precedent is given in support of it. This doctrine is 
broad enough in scope to accommodate the husband-wife cases where the insurer 
knows the state of the title at the time of issuing the policy. Perhaps, where the in- 
surer did not know the true condition of the title it ought to be permitted to limit the 
insured’s recovery, if any, to the value of his own interest even in cases where a man 
innocently insures his wife’s property. But a rule of estoppel which prevents the com- 
pany from limiting recovery where it has accepted premiums with knowledge of all 
the facts and where there is no fraud or wagering on the part of the insured, seems to 
effect substantial justice without violation of desirable principles. Actually, despite 
the differences in the stated grounds for the decisions, the results of the husband- 
wife cases are consistent with this idea. This approach seems more desirable than 
a modification of the doctrine of indemnity along the lines suggested by McClain.** 

The question of the rights of life tenant and remainderman or reversioner inter se 
has been exhaustively analyzed and will not be examined here.®? In the majority of 
jurisdictions the courts have refused to draw an analogy with the land contract cases 
and, in the absence of circumstances raising the inference of an agency or trust, have 
permitted the life tenant to retain the proceeds of the insurance.** A minority of 
jurisdictions have found a fiduciary obligation on the part of the life tenant in this 
situation to hold the proceeds of the insurance for the benefit of the remainderman.** 
The majority rule creates no difficulty under the doctrine of indemnity since these 
cases do not involve the question of measuring the life tenant’s recovery against the 
insurer. The courts have not been under the same pressure that they have in the 
land contract cases to prevent enrichment of the insured as a result of the loss; the 
life tenant, unlike the vendor, bears part of the risk of loss, while the remainderman, 
unlike the vendee, has not typically parted with value for the property which has 
been destroyed or damaged. Consequently, the difference in results in the two 
classes of cases is understandable quite apart from the effects of equitable conversion. 


7° National Union Fire Ins. Co. v. Morgan, 231 Ala. 640, 166 So. 24 (1936) (tenancy in common); 
Farmers’ -Mut. Fire Ins. Co. v. Harris, 50 Ga. App. 75, 177 S. E. 65 (1934) (lease); Simmons v. Home 
Ins. Co., 235 Ill. App. 344 (1925) (lease); London Assur. Corporation v. Belcher, 5 S. W. 2d 844 (Tex. 
Civ. App. 1928) (tenancy in common). 

*° Western Assur. Co. v. Stoddard, 88 Ala. 606, 613, 7 So. 379, 380 (1889). Opinions in these 

cases frequently cite decisions stating that recovery by one having an insurable interest should be per- 
mitted up to the value of the property regardless of the limitation on the insured’s interest. See note 74 
supra. 
*2 McClain, supra note 6, at 523: “The rule of indemnity ... has therefore, it seems, become a rule 
also for determining the amount of loss to be paid, with the limitation, however, that where the interest of 
insured is indeterminate, he shall not be denied full indemnity against possible damage from the loss.” 
Cj. Harnett and Thornton, supra note € at 1176, and Bonbright and Katz, supra note 4, at 863-867. 

®2 See Note, 126 A. L. R. 336 (1940). See Gosre, op. cit. supra note 5, at 673. 

®8 See Note, 68 A. L. R. 347 (1930). 

** Crisp County Lumber Co. v. Bridges, 187 Ga. 484, 200 S. E. 777 (1039). See Note, 126 A. L. R. 


336, 351 (1940). 


























Some Limirep-INTerEst Prostems 429 
VI 


Where a lessee for years has purported fully to insure ‘the leased property, the 
authorities are in conflict as to his right to recover the insurance in full where, under 
the terms of the lease, title to the property will vest in the lessor at the end of the 
term.*° The lessee for years has a clear insurable interest,®* but the considerations 
which have moved the courts sometimes to find an agency relationship in the hus- 
band-wife cases discussed above have generally not been present here where the 
parties are normally engaged in an arm’s-length business transaction. Perhaps the 
moral hazard in permitting full recovery to a business lessee who has insured the 
premises up to their full value is greater here than in the case where a husband 
has insured his wife’s property. For whatever reason, the lessee for years is more 
likely to be limited in recovery to an amount equal to the estimated value of his 
interest than is the husband who has insured his wife’s property which he occupies as 
a homestead.*” 

In the absence of circumstances raising the inference of agency or trust, the lessor 
or lessee who is paid the proceeds of his own insurance holds them free of any claim 
by the other party, even though his policy covered the value of the full undivided 
ownership of the property.** This rule is followed more widely than is the analogous 
majority rule in the case of life tenants and remaindermen.™ 


VII 


With the assumptions set forth at the beginning of this paper in mind, the follow- 
ing conclusions may be drawn from the limited-interest cases: 

(1) Arguments by analogy from limited-interest cases of one category to those 
of another should be made with caution. The considerations underlying the rules 
differ in the various categories. 

(2) The facts of each case must be examined with unusual care lest unwarranted 
generalizations be drawn. The language of the particular policy, some statutory pro- 
vision, or some element of agency, trust, or estoppel frequently determines the result. 

(3) In only a few cases has total recovery by all owners of limited interests in 
excess of the amount of the loss been observed. So far the courts have not expressed 
particular concern over the possibility of such excess recovery. 

(4) As to the rights inter se of the limited-interest owners discussed in this 
article, it may be concluded broadly that in the absence of any express or implied 
agreement, trust, or agency, the insured holds the proceeds of the insurance free of 
rights of the other owners, except that bailees under trust or commission policies, 


85 See note 58 supra. 

86 Wirtram R. Vanice, HANDBOOK ON THE Law oF INSURANCE 127 (2d ed. 1930). 

®T Assuming that the husband recovers anything. See Harrington v. Agricultural Ins. Co., 179 Minn. 
510, 229 N. W. 792 (1930); Harnett and Thornton, supra note 6, at 1177. 

88 Miller v. Gold Beach Packing Co., 131 Ore. 302, 282 Pac. 764 (1929). 

8° See Note, 66 A. L. R. 864 (1930). 
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vendors of land, and, in a few states, life tenants, hold the proceeds of their insurance 
for the benefit of their opposite parties so far as such proceeds exceed the value of 
their own interest in the res. 

(5) The strict indemnity principle is rather faithfully adhered to except in cases 
where a husband fully insures his wife’s property in his own name and the insurer 
issues the policy and collects premiums at the full rate with knowledge of the 
condition of the title. In that case most courts permitting recovery at all permit it 
in full, although the insured is often defeated by lack of insurable interest. Some 
states permit any limited owner having an insurable interest to recover in full in the 
absence of fraud where the insurer issued the policy with knowledge of the facts and 
collected premiums at the full-ownership rate. 

(6) The temptation is strong, in dealing with limited-interest problems, to apply 
the technical rules of property in conjunction with the general principles of insurance 
in a rather narrow, formal manner. It is to be hoped that the courts will continue 
to approach these problems with the primary aim of achieving socially desirable 
results. 





























THE IMPACT OF INSURANCE ON THE LAW 
OF TORTS 


FLEMING JAMES, JR.* AND JoHN V. THoRNTONt 


In considering the effect of liability insurance on tort law we meet a serious 
difficulty at the threshold. While the rules of liability have changed but little in the 
past half century, the practical effects stemming from the application of these rules 
have been altered materially. To obtain an accurate picture of the impact of insur- 
ance we must examine not only the legal doctrines themselves, but also the operation 
of these doctrines both in and out of court, as well as the every-day practices of the 
insurance carriers, which may or may not reflect the legal rules. Realistically viewed, 
the practices of the carriers have become just as much rules of law as the pronounce- 
ments of the courts interpreting traditional doctrines. 

The general plan of this article will be to inquire into the changes which have 
taken place in legal rules as courts have gradually recognized the new factors that 
liability insurance has introduced into the social and economic structure. Effort 
will also be made to sketch, though not in great detail, some of the more important 
practices of insurance companies that have a bearing on the present problem. 
Consideration will be given to the inadequacies which exist in the present legal 
and insurance structures, and then to some of the possible ways of curing or at 
least ameliorating these difficulties. 


I 
INsURANCE AND MopIFIcaTION oF LecaL RuLes 


A. In General 


Some thirty-five years ago when workmen’s compensation schemes were relatively 
new in the land, Jeremiah Smith speculated on their sequel in other areas of accident 
law. Among other things, he prophesied that the courts, by “indirect methods,” might 
well “go far towards practically reversing the common law of A.D. 1900,”* in favor 
of earlier and stricter notions of liability. This prophesy was remarkably accurate. 
There has been a strong trend towards the adoption of procedural and substantive 
rules which extend liability for negligence and cut down defenses such as contributory 
negligence. This trend has been described in detail elsewhere. It is enough for 
present purposes simply to mention some of its salient manifestations. There has 

*B.A. 1925, LL.B. 1928, Yale University. Professor of Law, Yale University. Co-author (with 
Harry Shulman), Cases anp MATERIALS ON Torts (1942). Contributor to legal periodicals. 

+B.S. 1944, St. John’s University; LL.B. 1948, Yale University. Instructor in Law, New York 
University and Law Assistant to Judge Charles W. Froessel of the Court of Appeals of the State of 


New York. 
* Smith, Sequel to Workmen's Compensation Acts, 27 Harv. L. Rev. 344, 367 (1914). 
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been a progressive abandonment of the older notion that the court rather than the 
jury should set the standard of conduct to be followed in particular cases, and this 
has made it easier for the plaintiff to get to the jury on the issues both of negligence 
and contributory negligence.” Liberalization of the doctrines of res ipsa loquitur,*® 
and last clear chance* has had like effect on these respective issues. There has been 
notable extension of legal duties such as those of manufacturers and suppliers of 
chattels and those of occupiers of land to licensees and trespassers.” It is no longer a 
bar to recovery for physical harm, in most jurisdictions, that it was brought about 
through emotional shock without impact.® Courts are beginning to recognize 
recovery for pre-natal injuries.” 

It cannot be shown, of course, that these extensions of liability are directly trace- 
able to liability insurance. Yet there can be scarcely any doubt that the possibilities 
opened up by insurance for distributing losses over society, and for shielding indi- 
vidual defendants from the full impact of liability, have been important factors in 
producing a climate of opinion in which extension of liability is inevitable. 


B. The Suit by the Unemancipated Minor 


The suit by the unemancipated minor child against his parent affords an example 
of the way in which realistic recognition of the effect of insurance has been retarded 
by doctrinal considerations. The typical case involves this fact pattern. A minor 
child is riding in an automobile operated by his mother or father. There is an 
automobile accident, and the minor sues his parent. It develops that the parent 
is thoroughly protected by liability insurance, and the question is, “Will the suit be 
permitted?” Almost invariably the answer of the courts has been no.® 


* Nixon, Changing Rules of Liability in Automobile Accident Litigation, 3 Law & ConTeMP. Pros. 
476 (1936); James, Accident Liability: Some Wartime Developments, 55 Yat L. J. 365, 374 et seq. 
(1946); Searl, Automobile Liability Law Development & Trend, 39 Brst’s INsuRANCE News 583 (Fire 
& Cas. ed. 1938) (hereinafter referred to as Best’s); Note, 15 BrookLyn L. Rev. 318 (1949). 

* See, for example, Smith v. Pennsylvania Central Airlines Corp., 76 F. Supp. 940 (D. D. C. 1948), 
47 Micu. L. Rev. 855 (1949); Ybarra v. Spangard, 25 Cal. 2d 486, 154 P. 2d 687 (1944), 208 P. 2d 
445 (Cal. Dist. Ct. App. 1949), Seavey, Comment, 63 Harv. L. Rev. 643 (1950); Note, 58 Yate L. J. 
183 (1948); Godfrey v. Brown, 220 Cal. 57, 29 P. 2d 165 (1934). 

“Wit1AM L. Prosser, HANDBOOK ON THE Law oF Torts §54 (1941); Chesapeake & O, Ry. v. Pope, 
296 Ky. 254, 176 S. W. 2d 876 (1943); Krause v. Pitcairn, 350 Mo. 339, 167 S. W. 2d 74 (1942). 

® See, e.g., McNiece and Thornton, Affirmative Duties in Tort, 58 Yate L. J. 1272 (1949); Hudson, 
The Turntable Cases in the Federal Courts, 36 Harv. L. Rev. 826 (1923); RESTATEMENT, Torts §§329 
et seq. (1934); Wolfe v. Rehbein, 123 Conn. 110, 193 Atl. 608 (1937); Thompson v. Reading Co., 
343 Pa. 585, 23 A. 2d 729 (1942). 

* See, for example, Orlo v. Connecticut Company, 128 Conn. 231, 21 A. 2d 402 (1941); Magruder, 
Mental & Emotional Disturbance in the Law of Torts, 49 Harv. L. Rev. 1033 (1936); see, however, 
Note, 15 U. or Cu. L. Rev. 188 (1947). Even jurisdictions which adhere to the no-liability-without- 
impact rule have diluted its harshness with innumerable exceptions. McNiece, Psychic Injury and Tort 
Liability in New York, 24 Sr. Joun’s U. L. Rev. 1 (1949). 

7 Williams v. Marion Rapid Transit, 152 Ohio 114, 87 N. E. 2d 334 (1949); Note, New Infant Rights 
in Tort, 35 Va. L. Rev. 618 (1949). 

* See, e.g., the case of Villaret v. Villaret, 169 F. 2d 677 (D. C. Cir. 1948). In that case a thirteen 
year old child was injured when the automobile in which he was riding and which was operated by his 
mother collided with another car. The infant by his next friend sued the mother for damages, and the 
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The theory upon which the unemancipated minor has been denied recovery is 
that the allowance of a suit by an unemancipated child ‘against its parent tends 
to disrupt domestic tranquility and, also, is unfair to the remaining children because 
a certain portion of the family funds is irrevocably set apart for the plaintiff-child.® 
Manifestly there is no such danger when the presence of the liability insurance is 
considered. In practical effect the suit is not brought by the minor against his 
parent but rather by the minor against the insurance company. The only real danger 
in the picture is that fraud may be perpetrated by the infant and his family upon 
the insurance company,’° and the watchfulness of insurers is probably a reasonably 
satisfactory safeguard against that danger.’* None the less, few courts have seen fit 
to modify the principles of law which may have been appropriate in pre-insurance 
days but have little logical application today. 

Dunlap v. Dunlap,” although itself involving an emancipated child, is perhaps 
a signpost in the direction of more realistic appraisal of the unemancipated minor 
situation. There the New Hampshire court indicated that the rule of non-liability 


circuit court interpreting Maryland law held that the infant could not sue even though the parent was 
protected by liability insurance. 

A landmark earlier case in this area was Small v. Morrison, 185 N. C. 577, 118 S. E. 12 (1923), 
where the court indicated that the presence of insurance would not alter the usual rule forbidding suit 
by the unemancipated minor against his parent. A strong dissent pointed out the inapplicability of 
the family disruption argument where insurance existed, but the majority of the court chose to adhere 
to the traditional rule. Had the views of the dissenter prevailed in that case, the subsequent development 
of the law might have been markedly changed. For still earlier roots of the law, see Hewellette v. George, 
68 Miss. 703, 9 So. 885 (1891). ‘See also Shaker v. Shaker, 129 Conn. 518, 29 A. 2d 765 (1942); 
Schneider v. Schneider, 160 Md. 18, 152 Atl. 498 (1930); Norfolk Southern R.R. v. Gretakis, 162 Va. 
597, 174 S. E. 841 (1934); and McCurdy, Torts Between Persons in Domestic Relation, 43 Harv. L. Rev. 
1030 (1930). 

* Dunlap v. Dunlap, 84 N. H. 352, 150 Atl. 905 (1930) contains a good exposition of the premises 
underlying the traditional doctrine, although it rejects such premises. See also Mesite v. Kirchstein, 109 
Conn. 77, 145 Atl. 753 (1929), intimating that recovery might be allowed the minor if a suit could 
be maintained directly against the insurer. However, despite the fact that under Wisconsin law an 
automobile insurer can be joined as a defendant and can be held directly liable to the injured person, 
even where there is a “no action” clause in the policy, it should be observed that Wisconsin has 
apparently not relaxed its conformity with the majority rule of non-liability. See Wick v. Wick, 192 
Wis. 260, 212 N. W. 787 (1927) (dissent called for allowance of suit by the infant); Segall v. Ohio 
Casualty Company, 224 Wis. 379, 272 N. W. 665 (1937); Lasecki v. Kabara, 235 Wis. 645, 294 N. W. 
33 (1940); and Fidelity Savings Bank v. Aulik, 252 Wis. 602, 32 N. W. 2d 613 (1948). 

*©McCurdy, speaking of intra-family suits, suggests that “the strongest argument against such 
actions is . . . the danger of domestic collusion.” McCurdy, Tort Between Persons in Domestic Relation, 
43 Harv. L. Rev. 1030, 1052-1053 (1930). However, there seems to be no evidence of a flood of 
fraudulent claims in jurisdictions which have eliminated the no-liability rule. 

“1 If the courts are to be realistic in allowing the presence of insurance to destroy immunity in 
intra-family suits, they should also, of course, be realistic in allowing the actual defendants (the insurance 
companies) to protect themselves in the light of the true situation, without being hampered by technical 
procedural rules. Thus the insurance company should not be prevented from impeaching the nominal 
defendant (the insured) by a mechanical application of the rule against impeaching one’s own witness. 
Horneman v. Brown, 286 Mass. 65, 190 N. E. 735 (1934) (impeachment allowed under Massachusetts 
statute); Note, 7 Newark L. Rev. 101 (1941). But cf. Newman v. Stocker, 161 Md. 552, 157 Atl. 
761 (1932); Crothers v. Caroselli, 126 N. J. L. 590, 20 A. 2d 77 (1941) (wherein the courts refused 
to shake off the shackles of the past). And the insurance company should be allowed to show the 
fact of insurance coverage and the relationship between the nominal parties, as it was in Christie v. 
Eager, 129 Conn. 62, 26 A. 2d 352 (1942). 

12 See note 9 supra. 
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would not apply even as against an unemancipated minor in a case where the 
burden of damages had in fact been shifted from the parent to an insurance carrier. 
Unhappily, there are few indications that the Dunlap case is being favorably re- 
ceived.1® Most courts have seen fit, ostrich-like, to hide their heads in the sands and 
to console themselves with the familiar platitude that, if the rule denying recovery 
is wrong, the burden of its correction lies with the legislature and not with the 
courts."* 

The danger of such an attitude, from the viewpoint of one seeking a more rational 
system of tort rules, is that it results in the decision of cases based upon premises, 
often unexpressed, which are at total variance with reality. The minor’s suit is 
treated as if the family exchequer were bearing the loss when in fact the loss is 
probably being distributed through the medium of insurance over the entire public 
or at least over a large segment of it.1> So long as the courts continue to examine 
such suits through the darkened glass of unreality, we can hardly hope to have better 
methods of distributing losses, which will minimize their catastrophic effects upon 
individuals. 


C. The Suit by One Spouse Against Another 


A problem something like that of the unemancipated minor arises in suits between 
husband and wife. Here again, one of the questions is whether allowance of the suit 
will lead to disruption of the home. Again also, it is hard to see how domestic 
harmony can be disrupted where the suit is not, practically speaking, brought by one 
spouse against the other, but by the spouse against the insurance company. Never- 
theless, just as in the case of children, the majority of courts have persisted in dis- 
posing of the problem on the basis of mechanical adherence to precedent rather than 
on consideration of the problems of today, and have typically denied recovery.® Gen- 


28 A decision taking the same view as the Dunlap case is Lusk v. Lusk, 113 W. Va. 17, 166 S. E. 538 
(1932), where the court, with commendable candor, stated, “Where no need exists for parental immunity 
the courts should not extend it as a mere gratuity.” 

The rule denying the right to sue has also been abolished in certain British Empire jurisdictions. 
See, e.g., Young v. Rankin, 1934 S. C. 499 (Scotland), and Fidelity, etc. Co. v. Marchand, 4 D. L. R. 
913 (Canada). See also, Worrell v. Worrell, 174 Va..11, 4 S. E. 2d 343 (1939), and Edwards v. Royal 
Indemnity Co., 182 La. 171, 161 So. 191 (1935). 

1* See, e.g., Fidelity Savings Bank v. Aulik, 252 Wis. 602, 32 N. W. 2d 613 (1948), where the 
court pointed out that the Wisconsin legislature was presumed to have observed the operation of the 
tule for a number of years and had done nothing towards modifying it. Hence, reasoned the court, it 
had no duty to take the initiative in modification. 

It is interesting to note that the rule denying recovery in a suit by the unemancipated minor against 
his parent has not been extended to suits by brothers and sisters against each other. Recovery is typically 
allowed in such suits. See Rozell v. Rozell, 281 N. Y. 106, 22 N. E. 2d 254 (1939); Munsert v. 
Farmers’ Mutual Automobile Ins. Co., 229 Wis. 581, 281 N. W. 671 (1938). 

78 Since under recent changes in rating practices, a lower rate is given to an insured whose car is 
not driven more than 7500 miles a year and who has no one in his family under 25 who regularly 
drives it, the general tendency at least in automobile insurance would be to distribute the premium cost 
of whatever extra hazards may attend youthful drivers among their parents. 

*° The non-liability of one spouse for torts to the other during coverture had many Jegal justifications 
which the relatively recent immunity between parent and minor child never had. The relaxation of 
the restrictions as between hubsand and wife has been largely a matter of statute and statutory con- 
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erally, judges have simply reiterated, without seeking justification for it, the com- 
mon-law thesis that “it is of course a settled matter that a wife may not have a 
suit for damages against her husband for his tort.”"7 This verbal formula has 
been treated as if in itself it was some magic touchstone which of necessity conjured 
up a just decision. Thus the hoary fiction of unity of the parties to a marriage, 
despite its supposed abolition by the Married Women’s Acts, has, bolstered by mis- 
guided considerations of protecting familial tranquillity, retained sufficient vitality to 
prevent the presence of insurance from having significant effects in this area.’* Again 
the failure of the courts to look reality in the face results in the disposition of cases 
on principles which have little if any relation to a socially sound system of loss 
distribution. 


D. The Direct Suit by an Injured Party Against the Insurer 


The right of an accident victim to bring an action directly against the tort-feasor’s 
insurer has undergone considerable change since the turn of the century. The early 
rule on this subject was clear. The insurance fund could not be reached by an 
injured party in a direct suit against the insurer (even after judgment against the 
insured), the theory being that the contract of insurance was limted in its scope to 
the insurer and the insured, and did not constitute a contract for the benefit of the 
injured party. Thus thé injured party could not directly invoke its benefits.’® 


struction. It is for the purpose of construing equivocal statutes that some courts have here invoked the 
policy of protecting homes from disruption. See McCurdy, Torts Between Persons in Domestic Relation, 
43 Harv. L. Rev. 1030, 1031 et seg., 1052 (1930). 

77 Hudson v. Gas Consumers’ Association, 123 N. J. L. 252, 8 A. 2d 337, 338 (1939); Harvey v. 
Harvey, 239 Mich. 142, 214 N. W. 305 (1927); Newton v. Weber, 119 Misc. 240, 196 N. Y. Supp. 
113 (1922); Kyle v. Kyle, 210 Minn. 204, 297 N. W. 744 (1941). A considerable minority of juris- 
dictions permit such suits. See Courtney v. Courtney, 184 Okla. 395, 87 P. 2d 660 (1938). The general 
problem is discussed in Haglund, Tort Actions Between Husband and Wife, 27 Gro. L. J. 697, 893 
(1939); Shumaker, Action for Tort Between Husband and Wife, 30 Law Notes 165 (1926). 

18 Schroeder v. Longenecker, 7 F. R. D. 9 (E. D. Mo. 1947). Cf. Le Blanc v. New Amsterdam 
Casualty Co., 202 La. 857, 13 So. 2d 245 (1943). Louisiana permits suit directly against the insurer, 
and, since the intra-family immunity is held to be personal to the family member, recovery can be had 
against the insurer. New York now permits tort suits by husband and wife against each other, and an 
insurance policy can lawfully cover such loss if it so provides. N. Y. Dom. Rev. Law §57; N. Y. Ins. Law 
$167 (3). 

*° Exposition of the theory is found in Bain v. Atkins, 181 Mass. 240, 244, 63 N. E. 414, 415 (1902). 
The language of the court is worth careful note because it is representative of the then prevailing judicial 
thought. “The only parties to the contract . . . were Atkins [the insured] and the company. The con- 
sideration . . . came from Atkins alone, and the promise was only to him and his legal representatives. 
Not only was the plaintiff not a party to . . . the contract, but the terms of the contract do not purport 
to promise an indemnity for . . . any person other than Atkins. . . . It [the contract] contains no 
agreement that the insurance shall inure to the benefit of the person accidentally injured, and no 
language from which such an understanding or intention can be implied. . . . The only correct statement 
of the situation is simply that the insurance was a matter wholly between the company and Atkins in 
which the plaintiff had no legal or equitable interest, any more than in other property belonging 
absolutely to Atkins.” 

See also Clark v. W. R. Bonsal & Co., 157 N. C. 270, 275, 72 S. E. 954, 956 (1911) where it was 
said: “‘An ordinary idemnity contract of this character is not made for the benefit of the employee, either 
in its express terms or in its underlying purpose. It is made for the protection and the indemnity of 
the employer, fortifying him against unexpected and uncertain demands which might otherwise prove 
disastrous to his business, and the rights arising under such a contract are his property, and actions to 
recover the same are and should be under his control.” ; 








436 Law anp ConTEeMPoraRY PRoBLEMS 


Early efforts were made to reach the insurance fund through garnishment pro- 
ceedings against the insurer as garnishee or by equitable proceedings seeking to 
require the insurer’s indebtedness to the insured to be applied pro tanto to the satis- 
faction of the insured’: indebtedness to the plaintiff. The theory was that, once the 
insured’s liability to the plaintiff was established, the fund of the policy became a 
debt due from the insurer to the insured and, therefore, an asset of the insured which 
the injured party could reach by appropriate proceedings. Some of these efforts were 
successful. Thus, in Anoka Lumber Co. v. Fidelity & Casualty Co.,” the Minnesota 
court construed the insurance policy as one of insurance against liability, rather than 
a contract of indemnity, and concluded that the injured party could reach the 
insurance fund once the insured’s liability to the injured party had been established 
by final judgment.” The insurers, however, got around the effect of such decisions 
by simply putting suitably drawn “no action” clauses in their policies. These pro- 
vide in substance: “No action shall lie against the company as respects any loss under 
this policy unless it shall be brought by the insured, himself, to reimburse him for 
loss actually sustained and paid by him in satisfaction of a judgment after trial of 
the issue.” Confronted with this ingenious language the courts generally took the 
view that the policy was one of indemnity against loss rather than of insurance 
against liability. From that view the conclusion irresistibly followed that garnish- 
ment proceedings by the injured person could not be maintained against the insurer 
nor could equitable remedies be employed to reach the fund.2? While policies 
where the “no action” clause in this form did not appear were still construed to be 
policies of insurance against liability rather than for indemnity against loss,”* 
most policies were written with the “no action” clause,”* and an injured claimant 
could rarely obtain relief against the insurance carrier. The anomalous situation was 
thus presented that if the insured were solvent so that a judgment for damages could 
be collected against him, the insurance company would pay, but if the insured were 
insolvent so that the judgment against him could not be collected, the company 
would not pay.?5 

Fortunately remedial legislation came forth to solve the difficulty at least in part. 
The general effect of the legislation was to permit the injured party to sue the 


*° 63 Minn. 286, 65 N. W. 353 (1895) (employers’ liability policy). 

*2 An early case reaching the same conclusion was Hoven v. Employers Liability Assurance Corp., 
93 Wis. 201, 67 N. W. 46 (1806). 

#8 Allen v. Aetna Life Ins. Co., 145 Fed. 881 (3d Cir. 1906). 

*8 Compare Carter v. Aetna Life Ins. Co., 76 Kan. 275, 91 Pac. 178 (1907), with Blanton v. Kansas 
City Cotton Mills Co., 103 Kan. 118, 172 Pac. 987 (1918). 

**See Luger v. Windell, 116 Wash. 375, 377-378, 199 Pac. 760, 761 (1921), holding that 
“A policy with those conditions is a policy of indemnity, and . . . a judgment creditor, when his 
judgment remains unpaid, cannot, by garnishment, compel its payment from the insurance company 
which had insured the judgment debtor.” 

°° This paradox was discerned by many courts. In Staggs v. Gotham Mining & Milling Co., 208 Mo. 
App. 596, 235 S. W. 511 (1921), the court recognized the situation, referring to it as a “gross injustice,” 
but expressed the opinion that the remedy, if any, lay with the legislature rather than with the courts. 
While the legal situation was as described, it must be noted that many companies probably did not 
choose to take full advantage of it. See ELmMer W. Sawyer, AuTomosice LrasBitity INsurANcE 2-3 (1936). 
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insurer directly once the insured’s liability was established -by final judgment, any 
clauses to the contrary being ineffective.2* Such statutes provide that no policy of 
insurance against loss or damage shall be issued unless it contains a provision that 
the bankruptcy or insolvency of the person insured shall not release the insurer from 
the payment of damages and that, after judgment has been obtained against the in- 
sured, in case execution is returned unsatisfied, an action can be maintained by the 
injured person directly against the insurer.?* 

Louisiana and Wisconsin seem to have gone further than any other jurisdictions 
in making the insurance fund immediately available to the injured party. The 
Louisiana statute provides, “. . . that the injured person shall have a right of direct 
action against the insurer company within the terms, and limits, of the policy in 
the parish where the assured has his domicile, and said action may be brought either 
against the insurer company, alone or against both the assured and the insurer 
company, jointly and in solido.”** 


E. Governmental Immunity 


Insurance is also gradually making itself felt in the area of governmental and 
charitable immunity. The rule of governmental immunity in tort is well established 
in the common law,” and in the absence of the consent of a governmental unit no 
action can normally be maintained against it.*° Originally flowing in part from the 
notion that the “King can do no wrong,” the immunity today rests largely on the 
more pedestrian principle that taxpayers’ money should be utilized for public 


*° Judge Finch analyzed the purpose of the statutes in Jackson v. Citizens Casualty Co., 277 N. Y. 
385, 380, 14 N. E. 2d 446, 447 (1938): “Prior to the enactment of Section 109 of the Insurance Law, 
an injured person possessed no cause of action against the insurer of the tort-feasor because of the lack 
of privity of contract. In consequence, if the insured was insolvent, so that the person injured or the 
estate of one killed was unable to satisfy the judgment against him, the insurer in effect would be released. 
The policy being one of indemnity against loss suffered by the principal, it followed that, the insured 
having suffered no damage, there was no loss for the insurer to indemnify. For the purpose of cor- 
recting this situation with its attendant injustice the Legislature enacted this remedial statute which 
became Section 109 of the Insurance Law.” See also, Shea v. United States Fidelity Co., 98 Conn. 447, 
120 Atl. 286 (1923). 

*7 Such statutes have been sustained against charges that they conflict with the due process clause of 
the federal constitution and with the federal bankruptcy laws. Merchants Mutual Automobile Liability 
Ins. Co. v. Smart, 267 U. S. 126 (1925). 

8 Act 55 of Louisiana Laws (1930); Wis. Stat. §85.93 (1947). Under these statutes it is not even 
necessary to sue the insured. Elliot v. Indemnity Ins. Co. of North America, 201 Wis. 445, 230 N. W. 
87 (1930). The Louisiana statute seems to have paved the way for a real liberalization of the old 
immunities. Edwards v. Royal Ind. Co., 182 La. 171, 161 So. 191 (1935); Lusk v. United States 
Fidelity and Guaranty Co., 199 So. 666 (La. App. 1941). The Wisconsin statute has not. Lasecki v. 
Kabara, 235 Wis. 645, 294 N. W. 33 (1940); Fehr v. General Accident Fire & Life Assurance Corp., 246 
Wis. 228, 16 N. W. 2d 787 (1944). 

*° Much editorial discussion has been occasioned by this rule. See, ¢.g., Peterson, Governmental 
Responsibility for Torts in Minnesota, 26 Minn. L. Rev. 293 (1942); Borchard, Government Liability in 
Tort, 34 Yate L. J. 1 (1926), Governmental Responsibility in Tort, 28 Cor. L. Rev. 577 (1928), 
State and Municipal Liability in Tort—Proposed Statutory Reform, 20 A. B. A. J. 747 (1934). 

°° Bang v. Independent School District No. 27, 177 Minn. 454, 225 N. W. 449 (1929); Benton v. 
Board of Education, 201 N. C. 653, 161 S. E. 96 (1931); Boice v. Board of Education, 111 W. Va. 95, 
160 S. E. 566 (1931). 
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projects and not for the satisfaction of individual claims.** The injustice of the 
immunity, particularly in view of the intrusion of government into fields once 
reserved to private enterprise, has been recognized,®” and remedial statutes pro- 
viding for governmental liability have been widely enacted.** 

Many governmental subdivisions have themselves recognized the inequity of their 
absolute immunity status and have on their own initiative attempted to protect 
injured parties by carrying insurance. This raises many problems however. Where 
the government subdivision is immune, a court may say that the procurement of 
insurance is an illegal expenditure of government funds because the payment 
of premiums is completely unnecessary.** And even where that argument is not 
advanced, most courts hold that the mere presence of insurance against liability 
cannot bring into being a liability which would not otherwise exist.*° Moreover, 
the contention that obtaining insurance constitutes a waiver of immunity may be 
met by the notion that power to waive resides only in the legislature.** A claim 
that the governmental unit is estopped to assert its immunity is likely to fare no 
better.87 Even where the governmental unit insists that the insurer agree to waive 
the defense of immunity, such a provision may well be ineffectual, at least in the 
absence of statutory authority to insure,®* a result which is shocking indeed. There 
operation of school busses),*® and even some of them have been so construed as not 
are relatively few statutes which give this authority for specific activities (such as 


*1 Note, 33 Minn. L. Rev. 634, 636 (1949); Fuller and Casner, Municipal Tort Liability in Opera- 
tion, 54 Harv. L. Rev. 437, 440 (1941). 

®2 See Claims Against the State in Minnesota, 32 Minn. L. Rev. 539 (1948); Shumate, Tort Claims 
Against State Governments, 9 Law & ConTEMP. Pros. 242 (1942). 

°8 For example, FeperaL Torr Cxiatms Act, 60 Stat. 842, 28 U. S. C. §921-46 (1946); CALtForNIA 
VenicLe Cope §400 (1943); N. Y. Cr. or Craims Act §8; See Lloyd, Municipal Tort Liability in New 
York, 23 N. Y. U. L. Q. Rev. 278 (1948). 

®* See Lambert v. City of New Haven, 129 Conn. 647, 30 A. 2d 923 (1943), and Borchard, Recent 
Statutory Developments in Municipal Liability in Torts, 2 Lecat. Nores on Loca GovERNMENT 89 (1936). 

85 See Note, 145 A. L. R. 1336 (1943). Ina very able note on the effect of insurance upon the various 
immunities dealt with in the present article, it is pointed out that two types of contracts are written 
on governmental risks. One is written at a premium substantially lower than that for a private organiza- 
tion just because of the immunity. The other is issued at a regular premium rate with an endorse- 
ment inserted in the policy at the insured’s request providing that the insurer will not avail itself of the 
insured’s immunity. Note, 33 Minn. L. Rev. 634, 643 (1949). Where the former type of contract is 
involved, the reason stated in the text is not altogether unjustified. 

8° Boice v. Board of Education, 111 W. Va. 95, 160 S. E. 566 (1931); Kesman v. School Dist. of 
Fallowfield Township, 345 Pa. 457, 29 A. 2d 17 (1942). 

87 Note, 33 MINN. L. Rev. 634, 640 (1949). 

*® Ibid.; Jones v. Scofield Bros., 73 F. Supp. 395 (D. Md. 1947) (the statute casually mentioned in 
the opinion refers to insurance, but would seem to mean the kinds of insurance which would protect 
the bondholders’ security, ¢.g., property insurance). Mp. Cope Art. 89B, §140 E (Cum. Supp. 1947). 
Cf. also Pohland v. Sheboygan, 251 Wis. 20, 27 N. W. 2d 736 (1947) (where neither such a clause nor 
express statutory authority to insure avoided the immunity). 

Such a result may be a logical enough corollary of the older notion that insurance was the private 
concern of the contracting parties (a notion frequently embodied in a “‘no action” clause in the policy). 

*° Three-fourths of the states, for instance, have no statutory authority allowing school districts to 
carry insurance. Note, 33 MINN. L. Rev. 634, 638 (1949). Some statutes provide for insurance which 
will cover the individual liability of officers and employees, and thus the question of immunity is cir- 
cumvented. Others have been construed as a legislative modification of the immunity to the extent 
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to disturb existing immunities (but simply to permit buying insurance against 
whatever liabilities the government unit has).4° From all that has been said, it is 
apparent that the effect of insurance on the legal doctrines in this field has not been 
nearly so great as it may well come to be.* 

Another problem which arises in the governmental immunity area concerns the 
right of an insurance company, which has paid a claim and thus become owner by 
subrogation of the injured party’s cause of action, to sue the governmental instru- 
mentality which has brought about the injury. This problem has finally been settled, 
at least federally, in favor of the allowance of such a suit, by the recent decision of 
the United States Supreme Court in United States v. Aetna Casualty and Surety Co.” 
The Supreme Court rejected the Government’s argument that statutes waiving 
sovereign immunity must be strictly construed and expressed its belief that the 
congressional attitude in passing the Federal Torts Claims Act** was more accurately 
reflected in this quotation from Judge Cardozo: “The exemption of the sovereign 
from suit involves hardship enough where consent has been withheld. We are not to 
add to its rigor by refinement of construction where consent has been announced.”** 
The Court therefore concluded that an insurance company could bring suit in its 
own name against the Government upon a claim to which it had become subrogated 
by payment to an insured. The importance of the decision may be gleaned from 
the fact that in argument before the Court the Assistant Attorney General stated that 
over 11,000 actions against the United States, involving hundreds of millions of dol- 
lars, awaited the result of the case. What it means is that private risk distributors can 
shift some of their losses to the Government, which in turn will redistribute these 


losses through taxation. 


F. Charitable Immunity 


The problem which arises in the case of charitable corporations is not unlike 
that in the governmental unit situation. The immunity of charities is not so extensive 
as that of governmental bodies, but its operation is similar. The charitable assets 


involved in reaching the insurance. See generally the authorities collected in the note cited above; also 
see Note, 145 A. L. R. 1336 (1943); Taylor v. Knox County Board of Education, 292 Ky. 767, 167 
S. W. 2d 700 (1942); Taylor v. Cobble, 28 Tenn. App. 167, 187 S. W. 2d 648 (1945); Standard Accident 
Insurance Co. v. Perry County Board of Education, 72 F. Supp. 142 (E. D. Ky. 1947). Cf. Perrodin 
v. Thibodeaux, 191 So. 148 (La. App. 1939); Earl W. Baker & Co. v. Lagaly, 144 F. 2d 344 (roth Cir. 
1944). 

“° See, ¢.g., Pohland v. Sheboygan, 251 Wis. 20, 27 N. W. 2d 736 (1947). Of course even where 
there is such a statute it may be no help because the governmental unit either in fact failed to insure, or 
failed to carry out its obligations under the policy. Utz v. Board of Education, 126 W. Va. 823, 30 S. E. 
2d 342 (1942). 

“2 It may well be true, however, that settlement practices (under policies carrying full premiums) are 
more liberal than the written law, except where the insurance companies feel the claim is exorbitant or 
unjust. See Note, 33 Minn. L. Rev. 634, 646 n. 52, 653 n. 95 (1949). But are our courts or the 
insurance companies better tribunals for determining the justice or exorbitance of claims? 

42 338 U. S. 366 (1949). 

48 58 U.S. C. §§1346 (b) and 2674 (1946). 

“* Anderson v. John L. Hayes Construction Co., 243 N. Y. 140, 147, 153 N. E. 28, 29-30 (1926). 
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have been regarded as a “trust fund” to be used only for purposes specified by the 
donor which purposes supposedly exclude payment of damages, and it has sometimes 
also been said that sound public policy prohibits the depletion of charitable funds 
through private judgments.*® Some jurisdictions have taken the view that where 
insurance is present there is no depletion of the “trust fund,” so that the defense of 
immunity is not available in cases where the charity is insured against liability. 
Unfortunately, this position is still a minority one;*’ some courts reject it because 
they base charitable immunity on a ground other than the “trust fund” theory.” 
Another argument is that the imposition of liability would be reflected in increased 
premiums which would have to be paid out of trust funds. The argument would 
be sound if the policy to protect trust funds from bearing their share of the social 
cost of accident caused by administering the trust were a valid policy. As things 
really stand, however, the presence of insurance only serves to point up the fact that 
instead of spelling ruinous loss to occasional individual charities, liability may mean 
only the payment of a reasonable and calculable sum in premiums.*® Liability has 
also been denied on the theory that insurance cannot create a liability which would 
not exist in the absence of insurance. This notion seems to be closely related to 
the older concept of insurance as a private contract of indemnity which is of no 
concern to those who were not parties to the contract. As we have seen, however, 
that attitude has undergone a radical change; courts and legislatures more and more 
are looking upon liability insurance as a means of protecting the interests of the 
injured victim and of society. It is likely, therefore, that this reason for denying 
liability here will continue to lose the vitality of its appeal. At least in cases where 
the charity has paid the regular premium for insurance and stipulated with the 
insurer that the immunity defense will not be raised, the upholding of the im- 
munity by the courts seems to lack any real justification.” 


II 


INsuRANCE AND Non-Docrrinat Facrors AFFECTING Tort LiaBILiTy 


The effect of liability insurance in the field of accidents is by no means confined 
to its impact upon the legal rules. There is a question, for example, of the deterrence 
of dangerous tortious conduct. While it is commonly recognized that questions 


“* For an able study of the rise and recession of the immunity of charities doctrine see the opinion 
of Justice Rutledge in President and Director of Georgetown Hosp. v. Hughes, 130 F. 2d 810 (D. C. Cir. 
1942). 

® See O’Connor v. Boulder Colorado Sanitarium Ass’n, 105 Colo. 259, 96 P. 2d 835 (1939); Vander- 
bilt University v. Henderson, 23 Tenn. App. 135, 127 S. W. 2d 284 (1938); Wendt v. Servite Fathers, 
332 Ill. App. 618, 76 N. E. 2d 342 (1947). 

** Note, 33 MINN. L. Rev. 634, 651 (1949). 

“8 See, ¢.g., Christini v. Griffin Hospital, 134 Conn. 282, 57 A. 2d 262 (1948). 

“° See comments of Rutledge, J., in President & Director of Georgetown Hosp. v. Hughes, 130 F. 2d 
810, at 820 (D. C. Cir. 1942). 

°° Christini v. Griffin Hospital, note 48 supra; Greatrex v. Evangelical Deaconess Hosp., 261 Mich. 
327, 246 N. W. 137 (1933). Cf. Levy v. Superior Court, 74 Cal. App. 171, 239 Pac. 1100 (1925). 

®. Cf. note 35 supra. Recovery was allowed under such a policy in Wendt v. Servite Fathers, 332 
Ill. App. 618, 76 N. E. 2d 342 (1947). 
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of fault and of “risk-shifting” are important in tort law, it should also be remembered 
that tort doctrines can be appraised in terms of their deterrent effect. All other 
things being equal, it seems obvious that a rule of law which tends to prevent the 
occurrence of torts is superior to one that does not. It is well recognized that 
insurance brings about wide distribution of losses. It is also fairly generally ad- 
mitted that such risk-distribution is desirable. But what of the effect of insurance 
on this other aim of tort law—the prevention of torts? Probably insurance has 
produced beneficial effects in this direction also. At least there is no substantial 
reason to believe that the existence of wide-spread insurance has fostered irresponsi- 
bility. 

The large-scale organizations and the huge commitments of capital represented by 
insurance companies make it possible for safety programs to be carried out. Indi- 
vidual companies have made efforts along these lines, and coordination has proceeded 
through such groups as the National Conservation Bureau of the Association of 
Casualty and Surety Executives.°? In some lines of insurance greater sums are 
currently spent on accident prevention than are paid out on accident claims.** An- 
other way in which insurance companies can act preventively is in the adjustment 
of their rates and selection of their risks.°* Whatever the causes, in many fields 
where insurance is well-nigh universal, accident rates have been drastically reduced. 
Thus great strides towards safety have been made in the care of elevators, boilers, 
and machinery.” Industrial fatalities were cut in half between the.two world wars. 
In aviation, responsibility for important safety advances has been claimed by insurance 
companies.”” 

Far less success in promoting safety has been attained in the automobile field.™ 
Here, in the case of the individual car owner at any rate, the insurance companies 
can exert less pressure than in the case of larger risks with centralized management 
which can implement safety measures and campaigns. Moreover, it is. harder to 
devise effective ways to select risks and to adjust rates to the individual’s own past 

5? The Bureau has divisions of industrial safety, traffic engineering, safety education, special service, 
and information and library. These divisions study accidents scientifically, formulate safety rules and 
try to inculcate these rules in the general public, particularly through the public schools. 

5° F.g., in the case of Hartford Steam Boiler Inspection & Insurance Company the ratio for the 
period 1936-1945 of net losses to underwriting income was approximately 24 per cent, while the ratio of 
expenses to underwriting income was approximately 79 per cent. For further illustrations along these 


lines, see The Spectator (Property Ins. Rev.), June 13, 1946, pp. 14-15. 

5*See James, Accident Liability Reconsidered: The Impact of Liability Insurance, 57 Yace L. J. 549, 
560 (1948). 

5° Sawyer, Retooling Casualty Insurance, 45 Best's 37 (1945). 

5° Hall, Everybody’s Job, 47 Best's 85, 96 (1947); cf. 39 Best’s 749 (1939). 

57 Perry, Aviation Insurance, 46 Brst’s 31 (1945). 

58 Automobile accidents continue to exact an appalling toll of death and serious injury. Death will 
claim the 1,000,o00th auto accident victim in the United States late in 1951 or early in 1952. Since 
1907 927,260 persons have been killed by automobiles as compared to 796,500 by industrial accidents 
in the same period. (The dead of all this country’s wars total 852,000.) During 1949, 31,500 persons 
were killed in automobile accidents and 16,500 in industrial accidents. Address of John Cruickshank, 
Chief Safety Engineer of a leading casualty insurance company, before the twentieth annual convention 
and exposition of the Greater New York Safety Council. The N. Y. Times, March 29, 1950, p. 31, col. 1. 
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safety record.®® But even in the automobile field this much at least can be said— 
insurance does not make matters worse. Safety records are on the whole best where 
the greatest proportion of motorists is insured.°° And new techniques for achieving 
safety may well enable the companies to have better success in cutting down these 


losses.®* 


Ill 


INADEQUACIES IN THE PRESENT SYSTEM 


Insurance goes far in the direction of providing some protection to the injured 
party. It has been observed that in automobile accident cases there is only one 
chance in four that the injured party will receive any payment where the tortfeasor 
does not carry insurance, while if insurance is carried, some payment will be made 
in 85 per cent of the cases.®* But there is a darker side of the picture. While recent 
figures on the subject are not available, the Columbia University study completed 
in 1932 indicated that insurance payments covered the actual losses in about three- 
quarters of the temporary disability cases, but very often failed to cover the losses 
sustained in serious injury or death cases. Even in death cases the payments were 
relatively small, ranging from $500 to $3,000. Furthermore, the victim or his legal 
representative often was forced to resort to protracted litigation in order to obtain 
payment. The larger the claim, the more likely was it to be opposed rather than 
settled, and even if the claim was settled the Columbia study tended to show that in 
serious injury and death cases the claimant or his representative often settled it for 
a relatively small amount in order to avoid the expenses of litigation. Strangely 
enough, then, the system often works out in a way exactly opposite to what is socially 
desirable. If the claim is a small one, it is very likely to be paid in full or even 
overpaid, because any claim has a certain “nuisance” value and the company is 
likely to settle rather than incur the expenses of litigation. But, if the claim is very 
large—which means that the hardship and need are very great, as in the serious 
injury and death cases—the company is in a relatively stronger bargaining position 
and the claimant in a weaker one. The worse the injury, the less the chance that 
it will be fully redressed. 


*° Attempts have been made at various reward plans for individual drivers designed to encourage 
safety. Sawyer, Frontiers of Liability Insurance, 39 Brst’s 439 (1938). But such plans have largely been 
abandoned. 43 Best’s 13-14 (1942). 

°° See HARRY SHULMAN AND FLEMING JAMES, JR., CASES AND MATERIALS ON Torts 708 (1942). 

*? See, ¢.g., James and Dickinson, Accident Proneness and Accident Law, 63 Harv. L. Rev. 769 (1950). 

*? Smith, Compensation for Automobile Accidents—A Symposium, 32 Cor. L. Rev. 785, 793 (1932). 
Dean Smith’s figures are based upon the report of the Columbia University Council for Research in 
the Social Sciences, dated February 1, 1932. 

*® See note 62 supra. 

** While the foregoing analysis is based in large measure upon the Columbia report and, hence, is 
subject to inaccuracy because of the intervention of almost twenty years since that report was compiled, 
it is believed that relevant changes in insurance practice have been insubstantial, so that the main points 
of the Columbia report probably hold good today just as much as they did in 1932. 
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IV 
RECAPITULATION AND SUGGESTIONS 


“The accident problem of our mechanical age calls for two things: accident pre- 
vention and the compensation of the victims of accidents that do happen.”® Analysis 
of the development of legal rules indicates that insurance has had relatively minor 
effects on these rules as such. A few modifications have occurred in respect to the 
rules of parental immunity, immunity between husband and wife, governmental 
immunity, and charitable immunity; but these modifications have not been accepted 
by the majority of courts. Considerable improvement has been noted in the area 
of direct suits by injured parties against insurance companies, but even there difh- 
culties still exist. 

As to the advances in safety which have been produced by insurance, it can be 
said that such advances have been substantial, particularly in the area where large 
risks are insured with the consequent ability of the companies more directly to 
control the activities of insured persons, but safety campaigns have not achieved 
very much success in the automobile accident field where they are most needed. 
Insurance in this field seems to have fallen far short of a complete solution of the 
social problem. Many losses occur which cannot be redressed. Insurance coverage 
is still not as widespread as it should be,*® and payments made, particularly in 
serious accident cases, are very often inadequate to cover the losses sustained. The 
only answer, at least in the automobile accident area, which is the principal unsolved 
problem of tort liability today, would seem to lie in the adoption of some form of 
compensation scheme. 

It is not here proposed to elaborate on the mechanics of such a scheme. Suffice it to 
say that automobile compensation could be patterned after the workmen’s compensa- 
tion systems, which have been widely adopted. The same conditions would seem 
to obtain in the automobile accident field as in the workmen’s compensation area. 
In both instances there is exacted regularly, year after year, a certain toll of property 
damage and human suffering. In both instances a measure of such damage seems 
to be a necessary concomitant of industrial civilization. This is not to say that 
the toll cannot be reduced. Certainly it can and should be. But even with successful 
safety campaigns there will always be a basic residuum of destruction, and it seems 
clear that the consequences of this destruction should be borne by society at large, 
rather than by the individual. The individual’s whole life may be blighted by one 
accident. It seems both illogical and unjust to say that his monetary redress for 


*° James, Accident Liability Reconsidered: The Impact of Liability Insurance, 57 Yave L. J. 549, 569 


(1948). 

°6 The Columbia report, note 62 supra, indicated that less than one-third of the automobiles in the 
United States were insured. Smith, Compensation for Automobile Accidents—A Symposium, 32 Cor. L. 
Rev. 785, 793 (1932). Undeniably the proportion today is larger with the enactment of financial responsi- 
bility laws, but there is still a substantial danger that the defendant in an automobile accident case will 
be completely uninsured and, in such cases, the possibility of recovery is almost non-existent. 
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such an accident must rest upon a successful hurdling of the network of legal rules 
and insurance practices which may thwart his recovery. The principle of fault, 
whatever may be its merits in certain areas of tort, clearly seems to have no sound 
application in a field where injuries are so widespread as to be virtually a necessary 
incident of industrial society. 

It is certain that any proposed compensation scheme will run into serious diffi- 
culties. For example, the question of just how far its administration shall be public 
or private is certain to raise heated controversy. The question of the extent of 
coverage and the amount of premiums will also require long study. Yet while the 
problems are great, the need also is great, and the principle seems clear. Insurance 
in the law of torts has served during the past fifty years to modify some legal rules 
and to broaden both the base of recovery and the possibility of recovery. It may be 
that another fifty or a hundred years would see this process of evolutionary growth 
culminate in a system that would insure adequate compensation to the victims of 
all accidents.** Certain it is, however, that such is not the case today, and the next 
logical step is to accelerate the slow process of expansion of insurance coverage by 
the adoption of a system of automobile accident compensation. 


*" Cf. Friedman, Social Insurance and the Principles of Tort Liability, 63 Harv. L. Rev. 241 (1949) 
(outlining trends in English law). 














ASSURANCE OBLIGE— A COMPARATIVE STUDY* 


Apert A. EnreNnzweict 


When the master of The Reynolds, in an attempt to save the vessel, deliberately 
damaged Vincent’s dock by keeping the ship moored to it during a raging storm, he 
knew that the law protected him against any interference. But he may not have 
foreseen that the Minnesota court would hold the shipowner responsible in damages 
for “having thus preserved the ship at the expense of the dock.” We would perhaps 
be reluctant to apply the same rule against a drowning beggar who saved his life 
by using and damaging a rich man’s yacht. Should we argue, then, with the dis- 
senting judge in the Vincent case that such emergencies, constituting inevitable acci- 
dents, exclude all liability for fault? The laws of most civil law countries have pre- 
ferred this solution? But, again, we would probably be reluctant to apply this rule 
in favor of a drowning millionaire who saves his life by using and damaging the 
boat of a poor fisherman. 

To avoid the choice between general liability and general immunity of tortfeasors 
acting in necessity, the laws of many countries will, in such cases, take into account 
the parties’ comparative ‘insulation against loss and, partially at least, base liability 
on their respective wealths. While this answer is repulsive to Anglo-American tradi- 
tion, its rationale could perhaps be adopted in a different manner. Since the spread 
of liability insurance, wealth has no longer been the only, or even the most effective, 
insulation against loss. Could we not make The Reynolds’ liability contingent on 
her owner’s protection by liability insurance? At first glance we are inclined to say 
that insurance can only protect against liability, but not create it. To show that a 
new rule to the contrary may be in the making, to trace this development and to 
analyze its broader significance, is the purpose of this paper. This discussion should 
be preceded by a brief presentation of the economic background of our problem. 

In the absence of facts supporting liability either under the general fault dogma or 
a specific rule, the doctrine of laissez faire is satisfied with letting “the loss rest 
where it falls.” In such cases, it is claimed, any interference by the law would merely 
effect an unjustifiable shift of loss between innocent parties. 


* This is a paper to be delivered at the International Congress of Comparative Law, London, in August, 
1950. This will, it is hoped, explain the somewhat unorthodox presentation and documentation of what 
is still a rather speculative thesis. 

+Dr. Jur. 1928, Vienna, Austria; J.D. 1941, University of Chicago; LL.M. 1942, Columbia University. 
Formerly judge and Privatdozent of Civil Law in Vienna. Member of the New York bar. Professor of 
Law, University of California, since 1948. Author, INcome Tax Treaties (Commerce Clearing House, 
1950); (in German) Mistake AND UNLAWFULNESS (1931); Tort LiaBitity (1936); A New Law oF 
Torts (1937). Contributor to American and Continental legal periodicals. 

* Vincent v. Lake Erie Transportation Co., 109 Minn. 456, 124 N. W. 221 (1910). See also 
ResraTEMENT, Torts §263 (1934). 

* See, ¢.g., §1306a of the Austrian Civil Code. Cf. the writer’s IRrrum Uno RecuTswiprickEiT 
(Vienna, 1931) and SCHULDHAFTUNG IM SCHADENERSATZRECHT 198 ef seg. (1936). 
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This reasoning is correct from the standpoint of the national economy, within 
which any physical loss results in a reduction of existing values. Within individual 
economies, however, interference by the law can do a great deal more. If individual 
loss is measured by the quantity and quality of the satisfaction impaired or by the 
“marginal utility” of the assets affected, the law can magnify or minimize the total 
of individual losses by allocating them to persons more or less readily capable of 
bearing them. . 
Richesse Oblige 

Almost a half century ago, Josef Unger, following this thought, urged that liability 
without fault should take into account the relative financial capacities of the parties.* 
“Richesse Oblige,” he felt, should become a basic principle of the law of torts. 
While the economic justification of this postulate seems clear, its legal application 
requires decisive modification. 

Neither Josef Unger nor anybody after him has ever suggested that the wealthy 
should bear all accidental losses of the poor. What has been called the “principle of 
the smallest harm’? has never been carried that far. Nor do we, in the absence of 
“fault,” wish to make a rich man, merely because of his wealth, pay for a poor man’s 
loss even if he has caused that loss. Any such liability for mere causation could, 
within our present system of tort liability, be based only on the paradoxical assump- 
tion that a person innocently causing injury is “less innocent” than the injured.° 

There is one kind of causation without fault, however, to which the principle 
of the smallest harm is applied to an ever increasing extent. Beyond rudimentary 
strict liabilities of incompetent persons and for misdeeds of animals and other 
dangerous things, the “negligence” liabilities of both civil law and common law 
countries have come to aim primarily at an equitable distribution of risk rather than 
at censuring a wrongdoer or deterring the public. The French théorie de risque 
is perhaps the most significant expression of this shift of emphasis.® In other coun- 
tries, too, presumptions or evidentiary rules, such as those in some places supporting 
the employer’s liability for his employees,” have enabled judges and juries to apply 
rules of fault liability to the unavoidable causation of harm by hazardous enterprise. 
Further developing this thought, the American Law Institute would impose liability 
for the inevitable miscarriage of lawful ultra-hazardous activities.8 An even more 


*Joser Uncer, HaNnpELN Aur EiceNe GeFraur (Acting at One’s Peril) 140 (Jena, 1904). 

* Hans Spert, UrBer Das ScHADENERSATZRECHT Nacu Dem Bc 14 (1902). See also Victor Maraysa, 
Das Recut Des SCHADENERSATZES VOM STANDPUNKTE DER NATIONALOKONOMIE 28, n. 1 (Leipzig, 1888); 
BIENENFELD, Diz HaFTUNGEN OHNE VERSCHULDEN 55 (Berlin, 1933); ALBERT A. EHRENZWEIG, SicHULD- 
HAFTUNG IM SCHADENERSATZRECHT 169, 185, 234 (Vienna, 1936). 

5 See UNGER, op. cit. supra note 3, at 5. 

* See, e¢.g., 2 Mazeaup, La REsPonsaBILITE CIVvILE §§1152 et seq. (4th ed. 1949). See also Note, 
63 Harv. L. Rev. 671 (1950). 

"See, e.g., Neuner, Respondeat Superior in the Light of Comparative Law, 4 La. L. Rey. 1 (1941). 
That civil law countries may yet come to avail themselves of this doctrine as a vehicle for new strict 
liabilities is strikingly demonstrated in a decision of the Austrian Supreme Court of Sept. 10, 1947 (I Ob. 
500/47). See Fenzl, Erfolgshaftung der “Gefachrlichen Betriebe,” 3 Oxsterr. Jur. Z. 362 (1948). 

® ResTaTEMENT, Torts §519 (1938). 














AssuRANCE OBLIGE 447 


general liability for “instruments and substances dangerous pér se” has been the law 
of Mexico since 1932.? I have elsewhere attempted to segregate and analyze those 
and similar liabilities as based on what can perhaps be called “negligence without 
fault.”?° 

If we assume in all these cases that the actor has engaged in a dangerous activity 
for the sake of material or ideal profit, we may conclude that within the actor’s 
economy any loss resulting from his liability is reduced by that profit, and is smaller, 
to that extent at least, than the loss his victim would have to bear if the loss were 
left to rest where it fell. Any liability imposed on the actor can thus be rationalized 
under the principle of the smallest harm. 

Only in a few instances have legal rules ever openly stated this rationale. It is 
at this point that the history of the civil law can perhaps show the way to conscious 
progress. More than 150 years ago, the Prussian Code, presumably following natural 
law doctrine,"’ adopted a rule which has gained or should gain a theoretical signifi- 
cance by far exceeding its practical importance. An incompetent person or an infant, 
though generally permitted to carry on his hazardous activities at public expense, may 
be held liable for harm caused by him under the principle of the smallest harm 
according to the respective wealth of the parties. The Austrian Code of 1813 added 
a similar rule regarding persons inflicting injury in emergency.” 

In conformity with suggestions made by Otto Gierke,’* Section 752(1) of the 
Second Draft for a German Civil Code contained a rule generalizing these provisions 
to include other cases of causation without fault. The reasons for the rejection of 
this far-reaching proposal are well known. The “Romanistic” influence prevailed,” 
and all that was saved was Section 829 of the Code which in substance repeats the 
Austrian provision. Similar rules have been enacted in Belgium, China, Denmark, 
Greece, Montenegro, the Netherlands, Peru, Poland, Portugal, Switzerland, and 
Turkey.® By an ironic turn of legal history it was the Soviet Code which, in con- 

® Federal Civil Code of Mexico, Sec. 1913. 

7° An extensive study under this heading will be published shortly. This theory was developed in 
the writer’s Note, Loss-Shifting and Quasi-Negligence: A New Interpretation of the Palsgraf Case, 8 U. 
oF Cut. L. Rev. 729 (1941), and in the writer's study prepared for the Law Revision Commission for 
the State of New York on Products Liability for Breach of Warranty and Negligence, Lec. Doc. No. 65 


(J) (1943). Stone, Touchstones of Tort Liability, 2 Sran. L. Rev. 259, 277 (1950), speaks of “legal 
fault” in a similar sense. 

12 See ZEILLER, Das NATUERLICHE PRIVATRECHT §179 (1802); ZEILLER, KOMMENTAR 3, 730. 

12 See ALLGEMEINES BUERGERLICHES GESETZBUCH §§1306a, 1310; PReEUssIscHES ALLGEMEINES LAND- 
RECHT §§ 41 ef Seq. 

*8 Orro GreRKE, Der Entwurr Eines BUERGERLICHEN GESETZBUCHES Unp Das Deutscue Recut 260 
(Leipzig 1889). 

14 Cf. 2 Motive Zu Dem Entwurre Eres BUERGERLICHEN GESETZBUCHES FueR Das Deutscue REICH 
734 (1888). 

*® See Article 1368 bis of the Belgian Code Civil (added by the Law of April 16, 1935 sur la 
réparation de dommages caus¢s par les déments et les anormaux); Sections 187 and 218 of the Chinese 
Civil Code [cf. RiasaNovsky CHINESE Civic Law 141 (Tientsin, 1938)]; Section 64 of the Danish 
Law of 1922 [cf. Hans Muncn-Perersen, Den Borcervice Ret §45 (11th ed. 1937)]; the Greek 
Civil Code of 1946 [cf. Valticos, Le Nouveau Code Civil Héllénique, 70 Butt. Trim. De La Soc. De La 
Lec. Comp. 50, 56, 68 (1948); Zepos, The New Greek Civil Code of 1946, 28 J. Comp. Lec. anv Int’t L. 
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scious reliance on- its. model, adopted the principle originally proposed for the 
German law.’® This background of the Soviet provision should make us remem- 
ber that a tort liability partially determined by wealth would not be a revolutionary 
product of a communist economy but a consistent extension of a thought rooted 
in the natural law of the eighteenth century, recognized in “capitalistic” laws for 
200 years, and persistently advocated by Continental writers.” 

One may concede that the pioneer tradition of our Western world would resist 
a general liability of this type as hampering private initiative, though a similar 
resistance has been easily overcome in the law and practice of progressive taxation. 
Somehow it seems less objectionable to have the community of wealth pay for social 
services than to have a wealthy individual pay for loss innocently caused by him to 
a less pecunious compatriot. Arguments of this kind have failed, however, to pre- 
vent legislatures, juries, and judges anywhere from favoring tort claims against those 
innocent tortfeasors who, as entrepreneurs, are able to shift their losses to the public 
by increasing the price for their services or merchandise. True, this tendency must 
meet resistance as long as actual loss distribution may be precluded by competitive 
conditions or otherwise. But this resistance, it may be claimed, has lost much of its 


56, 68 (3d Ser. 1946)]; Sections 575 and 579 of the Civil Code of Montenegro [French transl. Dareste 
and Riviére, Paris 1892]; Section 1406 of the Civil Code of the Netherlands (wrongful death) [cf. Van 
Dievoet, Le Dror Crvit EN Betcique Er En Hoiianpe De 1800 A 1940 498 (Brussels, 1948); Meijers, 
La Réforme du Code Civil Néerlandais, 71 Butt. Trim. De La Soc. De Lec: Comp. 199, 202 (1948) ]; 
Section 1140 of the Civil Code of Peru; the Civil Code of Poland [De Berier, Le Nouveau Code Polonais 
des Obligations, 64 Butt. Trim. De La Soc. Lec. Comp. 329, 337 (1935)]; Articles 2378, 2385 and 
2387 of the Civil Code of Portugal; Articles 52 and 54 of the Code of Obligations of Switzerland, which 
was almost verbally adopted in Turkey [WettTsrEIn, THE Swiss FepERAL Copr oF OBLIGATIONS WITH THE 
TurkisH ALTERATIONS (Zurich, 1928) ]; and in general 6 SCHLEGELBERGER, RECHTSVERGLEICHENDES HaAnpD- 
WOERTERBUCH 681 (Berlin, 1938); Swosopa, Di— ALLGEMEINEN GRUNDSAETZE UEBER Die DELIKTISCHE 
Hartunc In DEN VERSCHIEDENEN RECHTSSYSTEMEN, Report to the International Congress for Comparative 
Law, The Hague, August 3, 1932, 50 Z. BI. Jur. Pr. 899 (1932). 

18 See Section 411 of the Soviet Civil Code providing that “in determining the amount of compensa- 
tion to be awarded for an injury, the court in all instances must take into consideration the property 
status of the party injured and that of the party causing the injury.” [Transl. 1 VLapimir Gsovski, SoviET 
Crvit Law 525 (1948).] See also Soviet Civil Code, Sec. 406, and in general Gsovsk1, supra at 526. 
Similar proposals were included in the Hungarian Draft of 1928, Sec. 1736 [Cf. Szladits, Les Tendances 
Modernes du Droit des Obligations, 66 Buti. Trim. De La Soc. De Lec. Comp. 119, 129 (1937)]; in 
the Franco-Italian Draft of 1927; and in Section 1129 of the Czechoslovakian Draft of 1937. As to the 
latter see ALBERT A, EHRENZWEIG, ZUR ERNEUERUNG Des SCHADENERSATZRECHTES 36, 39, 41 (Vienna, 
1937). 

*7 Cf. Prarr, Zur Lenre Von ScHADENERSATZ Unp GeNuGTuUNG 58 (Vienna, 1880); HEDEMANN, 
Die Fortscuritre Des Zivitrecuts pt. I, 112, 115 (Berlin, 1930); Baur, ENtwicktunc UNpb 
RerorM Des SCHADENSERSATZRECHTES 51 (1935); JosEF MauczKa, Der RECHTsGRUND Des ScHADEN- 
ERSATZES AUSSERHALB BESTEHENDER SCHULDVERHALTNISSE 224 (Leipzig, 1904); Ranpa, Diz ScHADEN- 
ERSATZPFLICHT 68 (2d ed. Vienna, 1908); BIENENFELD, op. cit. supra note 4, at 111; Witsurc, Die 
LeHre Von DER UNGERECHTFERTIGTEN BEREICHERUNG 20 (Graz, 1934); MANDL, ZIVILISTISCHER AUFBAU 
Des SCHADENERSATZRECHTES 132 (Breslau, 1932); STEINBACH, Die GruNpDsAETZE Des HeuticeN RECHTS 
Ueser Den Ersatz Von VERMOEGENSSCHAEDEN 32 (Vienna, 1888); HoHENLOHE, GRUENDE DER SCHADEN- 
ERSATZPFLICHT 90 (Regensburg, 1914); MOELLER, SUMMEN-UND EINZELSCHADEN 137 (Hamburg, 1937). 

In this country consideration of the respective financial conditions of the parties has always played an 

important part in the assessment of damages by juries. Occasionally, courts have expressly approved this 


practice. See Daly v. Kiel, 106 La. 170, 30 So. 254 (1901) (plaintiff's financial situation); Jackson v. 


Briede, 156 La. 573, 100 So. 722, 726 (1924) (defendant's financial situation); CHartes T. McCormick, 
HANps00k ON THE J.aw or Damaces 298, n. 6 (1935) (exemplary damages). 
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justification since the spread of liability insurance which enables the entrepreneur 
tortfeasor to distribute his loss, beyond his own economic sphere, within a larger 
community of risk. Does then the principle of the smallest harm, while not sup- 
porting a liability measured by wealth, require us to impose a liability based on in- 
surance? Is it true then that not only “richesse oblige,” as Unger has said, but 
that insurance obligates as well? 


Assurance Oblige 

At first glance, this suggestion seems paradoxical. Liability insurance, it will 
be said, is insurance against liability, and where there is no liability there can be no 
insurance against it. Obvious as it seems, this argument does not defeat the idea 
but merely invites further refinement—once it is recognized that liability insurance 
has long transcended its original meaning and mission. 

The fundamental problem of the nature of liability insurance arose first when this 
insurance was permitted to protect a guilty injurer against the very liability pur- 
portedly designed to deter him and others from similar “wrongdoings.” Timid at- 
tempts at prohibiting this liability insurance on that ground as illegal failed at their 
inception.’ And rightly so, for the liability insured against was in most cases a 
fault liability only in name, and the defendant’s protection by liability insurance did 
in no way impair its primary rationale, namely, the equitable distribution of losses. 
On the contrary, that rationale was more effectively secured by that insurance which, 
consequently, has not only everywhere been recognized as lawful but has even been 
made compulsory in many countries.'® But the resulting inconsistency between the 
two functions of liability insurance as a protection against existing liabilities and as a 
device for shifting enterprise risks has appeared in many ways. The most significant 
product of this inconsistency is perhaps the rule, now widely adopted, that the 
injured himself may claim indemnification from the insurer, sometimes in disregard 
of the fact that the insured has forfeited his protection.” 

That the significance of liability insurance now reaches far beyond the parties 
to the contract appears similarly in the converse situation in which the injured is fully 
or partially indemnified under either a private insurance contract, or a scheme of 


*® See McNeely, Iilegality as a Factor in Liability Insurance, 41 Cou. L. Rev. 26, 33 (1941). 

7° See, ¢.g., EpIson Bowers, SELECTED ARTICLES ON COMPULSORY AUTOMOBILE INSURANCE (1929); 
Lenhoff, Insurance Features of Workmen’s Compensation Laws, 29 Corn. L. Q. 176, 353 (1943, 
1944); Ballantine, 4 Compensation Plan for Railway Accident Claims, 29 Harv. L. Rev. 705 (1916); 
SociéTtE Des Nations, INstiITuUT INTERNATIONAL DE Rome Pour L’UniFication Du Dror Privé, RE- 
SPONSABILITE Ci1viILE Des AUTOMOBILISTES, ETuDE PRELIMINAIRE (1935), UNIFICATION INTERNATIONALE 
EN Matiére DE REspPoNsABILITE Civite Er D'AssuraNce OsLIGATOIRE Des AUTOMOBILISTES (1940)} 
JANNoT, KRAFTFAHRZEUGHAFTPFLICHT-RECHT UND VERSICHERUNG IM IN-UND AusLanp (1937). Ultimately 
this development will probably require the wholesale abolition of the fault rule. Cf. the Automobile 
Accident Insurance Act, 1946, of Saskatchewan, 31 J. Comp. Lec. & INT'L L. 39 (3d Ser. 1949). But cf. 
Esmein, La Faute et sa Place dans la Responsabilité Civile, 48 Rev. Trim. De Droir Crvit 481, 490 
(1949). 

"fo Legislation in several states has supported this trend. See James, Accident Liability Reconsidered: 
The Impact of Liability Insurance, 57 Yave L. J. 549, 564 (1948); Leigh, Direct Actions Against Liability 
Insurers [1949] Ins. L. J. 633. For a typical Continental statute, see Article 49 of the Swiss MFG. 
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social insurance such as workmen’s compensation, or a general health insurance of 
the kind now in force in Great Britain. Can such a person recover twice even if 
his injury was caused by an accident of a type inevitable in the operation of modern 
mechanical enterprises? Here, too, the rationale of both enterprise liability and 
enterprise liability insurance is in issue. True, where tort liability is essentially 
liability for a “wrong,” denial of double recovery would result in an unjustifiable 
windfall to the injurer. But where, as in cases of an entrepreneur’s liability for 
“negligence without fault,”** risk distribution is the primary rationale, the answer is 
less obvious.” Once a loss is distributed through “first party” (life, health, or 
accident) insurance among persons sharing similar risks of injury, much could 
be said against shifting the loss, either by a second recovery of the insured or by 
subrogation of the insurer, to other persons sharing similar risks of liability. It may 
have been for that reason that the Supreme Court of the United States has denied 
the Government recovery from an entrepreneur “wrongdoer” for compensation paid 
to an injured soldier.2* The same reason, it may be assumed, underlies recent 
British legislation under which in any action for a personal injury there must be 
taken into account one half of the social insurance benefits accrued or likely to 
accrue from such injury.?* In this country, too, judges and juries even without 
legislative interference will probably be less likely to favor the plaintiff, if and where 
his protection by private or social insurance will have become a matter of course. 
Contrary to the principles underlying most American compensation statutes, this 
“mitigating effect on damages””® should ultimately prevail where the plaintiff relies 
on a tort liability primarily based on risk distribution rather than fault. 

The impact on the law of torts of both “first party” and liability insurance should 
make us more inclined to let insurance, like wealth, affect liability under the prin- 
ciple of the smallest harm. Yet we will hardly be inclined to predicate liability, on 
the sole fact that an insurer has agreed to assume it. Not because such a rule would 
be “illogical” but because it would be undesirable as discriminating between plain- 
tiffs injured by insured persons and others. We feel that he who injures the plain- 
tiff innocently, ¢.g., in self-defense, should not be held liable merely because he carries 
insurance against all liabilities. Recovery in such a case would constitute an unjusti- 
fiable windfall for the plaintiff who could not reasonably expect the existence of such 
insurance. On the other hand, there should be liability for a hazardous activity 
against liability from which the actor could be expected to insure himself, whether 
or not he actually carried such insurance. Thus, not the actual existence of liability 

** See note 10 supra. 

2 See Justice Traynor’s dissent in Anheuser-Busch y. Starley, 28 Cal. 2d 347, 352, 170 P. 2d 448, 
451 (1946). 

** United States v. Standard Oil Co. of California, 332 U. S. 301 (1947). See also Rand, J., in King 


v. Canadian Pacific R. R. [1947] S. C. R. 185, discussed by James, supra note 20, at 557. 
**See Friedmann, Social Insurance and the Principles of Tort Liability, 63 Harv. L. Rev. 241, 255 


(1949). 
25 See, in general, as to the mitigating effect on damages of social welfare programs, Note, 63 


Harv. L. Rev. 330 (1949). 
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insurance should be the test for applying the principle of the smallest harm, but 
the fact that the defendant could reasonably be expected to carry such insurance. 
Not insurance itself obligates, but “‘Assurabilité Oblige.” 

Assurabilité Oblige 

This last formulation invites another possible objection to the theory here pro- 
posed. Why should the airplane passenger be able to recover from the operator of 
his plane because the latter should have taken out (liability) insurance, although 
the plaintiff himself, before boarding the plane, could very well have been expected 
to protect himself by (life and accident) insurance? Indeed, a future system of 
liability for modern enterprise will have to decide on the preferability of either 
“first party” (life, accident, fire) or “third party” (liability) insurance for each of 
the more important typical hazards. Whether the passenger or the operator of 
the airplane should “bear the loss,” i.c., whether or not the latter should be held 
liable in tort, will in this sense depend on whether there should be a community 
of risk between all. passengers or all operators, or, in other words, who should in 
fairness pay the premium.”” Ultimately, failure to insure in such cases may become 
the basis of a new type of liability for fault. 

The present need for such an analysis appears in those isolated but significant 
cases in which the availability of first party insurance has affected the law of tort 
liability. Thus, in the lafgely metropolitan jurisdiction of New York the availability 
to house owners of fire insurance was given as a reason for the limitation of the 
liability for negligent fires.2” Similar thoughts have found expression in international 
law which, being free of hampering traditions, frequently anticipates desirable nation- 
al developments. A British Royal Commission on Compensation for Suffering and 
Damage by Enemy Action, stated the general principle “that in the case of persons 
whose position justified the expectation that, in the ordinary course of things, they 
would appreciate and resort to insurance, it would be inequitable to allow them to 
rank, when insurance was available for their protection against the losses actually 


incurred.”*8 


Only this approach, which would consciously choose the most desirable medium 
for the distribution of risks, will ultimately solve the present wasteful practice of 
mutual recoveries between insurance companies and other distributors of risks. The 
Supreme Court of the United States recently permitted accident insurers to recover 
as subrogees from the Federal Government under a federal statute which in terms 
protects only the injured himself.?° It is regrettable that the Court in so holding 

2° See HARRY SHULMAN AND FLEMING JAMES, CASES AND MATERIALS ON TorTs 125 (1942), discussing 
Regan v. New York & New England R. R., 60 Conn. 124, 22 Atl. 503 (1891). 

*7 Ryan v. New York Central R.R., 35 N. Y. 210, 91 Am. Dec. 49 (1866) (liability for damage 


to adjoining house but not to second or more remote house). 
28> Marjorie M. WuHITEMAN, DAMAGES IN INTERNATIONAL Law 1315 (1937), with additional refer- 


ences, 
*° United States v. Aetna Casualty & Surety Co., 338 U. S. 366 (1949). Cf. Note, 58 Yare L. J. 
1395 (1949); James, Contribution Among Joint Tort-Feasors: A Pragmatic Criticism, 54 Harv. L. Rev. 


1156 (1941). 
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failed to consider the underlying economic issue whether risk distribution through 
taxation, necessitated by admitting subrogation, is preferable to risk distribution 
through the increase of first party insurance premiums caused by the denial of 
subrogation. 

It is true that a liability test based on the availability of liability insurance would, 
for some time to come, frequently imply injustice with regard to those particular 
defendants or activities which, reasonably or arbitrarily, would be rejected by in- 
surers. But a beginning must be made to replace our obsolete pseudo-fault formulas 
of civil liability by new tests taking account of modern developments. Once this 
beginning has been made in the law, business will follow suit. And business will 
do more. It will continue to blast new ways even where the law stays behind, as it 
has done in the so-called “medical first payment revolution” which has secured to 
bystanders of automobile accidents the benefit of “liability insurance” without regard 
to liability.®° 

While a consistent formulation of new principles will have to await the devel- 
opment of consistent standards of insurability, it should be of interest that several 
imaginative American courts have courageously anticipated that development in a 
few typical situations. 

Under the age-old principle, “The King can do no wrong,” governmental agencies 
in the United States cannot be held for torts committed by their officials. The fact, 
however, that such agencies have to an increasing extent engaged in private enter- 
prise has, in many cases, conferred on them a competitive advantage and exposed 
the public to unjustifiable risks and losses. Several American courts have therefore 
abandoned this anachronism and held municipalities and other governmental agencies 
liable where, in view of the existence of liability insurance, they can do so without 
burdening the taxpayer.** Similar holdings have established the liability of charitable 
institutions and trust estates,** which otherwise are held immune to safeguard their 
funds for the purposes of their creation. And finally, lawsuits between spouses and 
other members of one family, otherwise prohibited to preserve domestic peace, have 
occasionally been permitted where it is the liability insurer who ultimately bears the 
loss.** 

That these decisions may foreshadow even more significant developments is 


®°See Yore, Automobile Medical Payments Coverage Points a New Way, The Spectator (Property 
edition), Feb. 22, 1940. This type of insurance seems to be spreading both to new types of insurance 
and new groups of persons. See James, supra note 20, at 565; and in general 8 ApPLEMAN, INSURANCE 
Law AnD Practice §§4895, 4896 (1942, Supp. 1949). 

*? Rogers v. Butler, 170 Tenn. 125, 92 S. W. 2d 414 (1936) (based on the assumption of a “waiver of 
immunity”). Contra, e.g., Pohland v. City of Sheboygan, 251 Wis. 20, 27 N. W. 2d 736 (1947). 

*2 See, ¢.g., Wendt v. Servite Fathers, 332 Ill. App. 618, 76 N. E. 2d 342 (1947); O'Connor v. 
Boulder, Colorado Sanitarium Ass’n, 105 Colo. 259, 96 P. 2d 835 (1939); Vanderbilt University v. 
Henderson, 23 Tenn. App. 135, 127 S. W. 2d 284 (1938); Foster v. Roman Catholic Diocese of Vermont, 
76 A. 2d 230 (1950). See also Justice Rutledge’s searching opinion in President and Directors of 
Georgetown College v. Hughes, 130 F. 2d 810, 823, 824 (D. C. Cir. 1942). 

*® See, ¢.g., Dunlap v. Dunlap, 84 N. H. 352, 150 Atl. 905 (1930); Lusk v. Lusk, 113 W. Va. 17, 166 
S. E. 538 (1932); Edwards v. Royal Indemnity Co., 182 La. 171, 161 So. 191 (1935); James, Accident 
Liability Reconsidered: The Impact of Liability Insurance, 57 Yave L. J. 549, 565 (1948). 
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indicated by such statements as that of an eminent American judge who based a 
manufacturer’s liability inter alia on the consideration that “the risk of injury can be 
insured by the manufacturer and distributed among the public as a cost of doing 
business.”** A spreading understanding of this truth will inevitably lead to the 
ultimate abolition of that often criticized game of “hide and seek” which now pro- 
hibits American plaintiffs from alleging and proving the existence of the defendant’s 
liability insurance.*® 

I have not been able to find traces of this approach in Continental decisions or 
writings. But Continental legislators and scholars, who have openly introduced the 
principle of the smallest harm, should now be ready to consider the question whether 
insurance or insurability as bases of liability are not equivalent or even superior to 
comparative wealth. An indigent incompetent person has a thoughtful guardian 
‘who, anxious to protect both his ward and the public, has insured his ward against 
whatever liability he may incur because of his illness. Section 1310 of the Austrian 
Code, Section 829 of the German Code, or Article 58 of the Swiss Code could well 
be applied if the insured injures another impecunious person. The poor fisherman 
of our example could be similarly protected by the sportsman’s insurer. Modifica- 
tions or interpretations of existing statutes to this effect, insignificant as they may 
seem, would prepare the ground for the important developments foreshadowed in 
the American decisions just discussed. 

The suggested extension of liability will perhaps be more easily acceptable once 
legislators, courts, and scholars will have recognized the need for a corresponding 
limitation of tort liability in view of the progress of social insurance. The employee, 
the pedestrian, or the consumer who was injured by an accident inevitable in modern 
mass enterprise and indemnified for his loss under some scheme of social compensa- 
tion created for his protection against these very accidents, should not be permitted 
to avail himself against the entrepreneur of the ancient rule of liability for negligence 
which, though directed against a wrongdoer, was put at his disposal as a liability 
for “negligence without fault” at a time when, and it is believed only as long as, 
no other remedy was available. 

As I have said before, I am fully aware of the strangeness of my proposition to 
the ears of both civil law and common law lawyers. How could it be that tort 
liability should be contingent on the very insurance designed to protect against such 
liability? I have tried to show not only that this proposition can be justified on eco- 
nomic grounds, but that it loses some of its strangeness and reveals more of its ration- 
ale if modified so as to relate to the reasonable expectability and availability of liability 
insurance. In that sense, what first appears as an extreme and somewhat absurd prin- 

*4 Justice Traynor in Escola y. Coca Cola Bottling Co. of Fresno, 24 Cal. 2d 453, 462, 150 P. 2d 436, 
441 (1944). 


85 A number of courts here, too, have decided to put reality above obsolete concepts. See, ¢.g., Jessup 
v. Davis, 115 Neb. 1, 211 N. W. 190 (1926). This trend is approved in 2 Joun H. Wicmore, Evipence 


146 (3d ed. 1940). 
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ciple of strict liability may become more readily acceptable as a new type of liability 
for fault. 

The law wil] grow. True, to write a law defining the scope of the new liability 
will not be easy with a business practice unsettled and not yet conscious of its 
mission. But the Great Codes of the civil law have shown the way, and where 
legislation must lag behind, we should look to the common law, that marvel of 
unending growth which, slow, groping, and often disturbing in its apparent lack of 
logic, is so miraculously self-confident and wise. 








INSURANCE AGAINST TORT LIABILITY—AN 
APPROACH TO THE COSMOLOGY OF THE LAW 


Gerorce K. GarpNer* 


Insurance against tort liability has now become an everyday incident of American 
life. Many would not think of driving a car, owning a building, or carrying on a 
business without it; the law requires a great many people to carry it as a condition 
of their daily activities; it is probable that insurance companies pay more than half 
of all the tort judgments which are rendered each year. The business of writing 
such insurance is not a new one. It has been practiced for more than half a century; 
its routines are familiar to thousands whose livelihood it supplies. Nothwithstanding 
all this, the law of the subject is riddled with absurdities and unsolved problems; 
there exists no authoritative legal treatise about it in this country;’ there is no case- 
book designed to assist its study; and the treatment of the subject in the existing 
casebooks on general insurance law is fragmentary and incidental to their main 
plan. This is an arresting, a challenging, state of affairs. It asks the law professors 
where they have been all this time. It at least suggests the hypothesis that a system 
of legal doctrine and legal instruction which neglects a fact at once so obvious 
and so pervasive has lost its touch with the times. 

A little reflection will, I think, make it apparent how this situation has come to 
pass. Throughout the whole of the half century during which liability insurance 
has been evolving in practice the orthodox law curriculum has been starting novices 
on their studies with the proposition that the civil responsibility of the citizen is 
divided between Contract and Tort. This proposition—like the proposition that 
all Gaul is divided into three parts—is not easy to get out of one’s head. It has 
been reinforced by the enormous prestige of the American Law Institute, which has 
propounded six hundred and nine black letter sections about Contracts and nine 
hundred and fifty-one black letter sections about Torts as the authoritative restate- 
ment of the American law. Now if you believe that the whole law of civil responsi- 
bility is divided into Contract and Tort, the subject of liability insurance at once 
becomes very recondite and abstruse. That it involves both of the two kinds of 
civil responsibility is, of course, obvious at a glance. If the glance pauses and be- 
comes reflective, it begins to look as if it involved both rather deeply; that perhaps 
it not only crosses the boundary between Contract and Tort but erases it; that maybe 
to really understand insurance against tort liability you must think Contract and 


*A.B. 1912, LL.B. 1914, Harvard University. Member of the Massachusetts bar. Professor of Law, 
Harvard University, since 1928. 

*But many of the questions raised in this paper are systematically treated in an English treatise: 
C. N. SHawcross, THe Law oF Moror Insurance (1935). 
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Tort through again. This, of course, is rather too much for the busy practitioner 
or the harassed law school instructor to do. What was the use of going to law 
school if you can no longer rely on the basic truths you learned the first year? That, 
perhaps, is why it falls to the lot of one who has pretty well used up his stock of 
acquired dogmas and must, perforce, go to school again, to open up a train of 
thought which perhaps other men may pursue. 

The distinction between Contract and Tort may possibly not be of the essence. 
It is conceivable that we might forget all about it and still preserve private enter- 
prise, the dignity of the individual, the administration of impartial justice, and 
the American way of life. At any rate, one may safely suggest this possibility in 
1950 without risking a charge of subversion, now that the distinction has been 
abolished for eleven years in the federal courts. The Federal Rules of Civil Pro- 
cedure, adopted on September 16, 1938, permit every kind of civil responsibility to 
be enforced in one form of procedure known as a “civil action.”? _If civil responsi- 
bility may be viewed as a unit for purposes of procedure, it is at least possible that 
it may be viewed as a unit from the standpoint of substantive law. 


I 


Liasitity INsuRANCE AND CONTRACT 


Suppose we begin by examining the essential provisions of the automobile liability 
insurance contract now in common use. The following extracts are taken from 
the sample policy which Professor Edwin W. Patterson has selected for the appendix 
to his excellent casebook on insurance law.® 


X Casualty Insurance Company agrees with the insured, named in the declarations 
made a part hereof, in consideration of the payment of the premium and in reliance 
upon the statements in the declarations and subject to the limits of liability, exclusions, 
conditions and other terms of this policy. . . . 


Coverace A 

Bodily Injury Liability: To pay on behalf of the insured all sums which the insured shall 
become obligated to pay by reason of the liability imposed upon him by law for damages, 
including damages for care and loss of services, because of bodily injury, including 
death at any time resulting therefrom, sustained by any person or persons, caused by 
accident and arising out of the ownership, maintenance or use of the automobile. 


CoveracE B 

Property Damage Liability: To pay on behalf of the insured all sums which the insured 
shall become obligated to pay by reason of the liability imposed upon him by law for 
damages because of injury to or destruction of property, including the loss of use thereof, 
caused by accident and arising out of the ownership, maintenance or use of the automobile. 


Defense, Settlement, Supplementary Payments: As respects such insurance as is afforded 
by the other terms of this policy 


* Fen. R.. Civ. P. 2. 
*Epwin W. Patrerson, Cases AND MATERIALS ON THE LAW OF INSURANCE 783-801 (2d ed. 1947). 
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(a) under coverages A and B the company shall 


(1) defend in his name and behalf any suit against the insured alleging such 
injury or destruction and seeking damages on account thereof, even if such 
suit is groundless, false or fraudulent; but the company shall have the right 
to make such investigation, negotiation and settlement of any claim or suit 
as it may be deemed expedient by the company... . 


Definition of “Insured.” The unqualified word “insured” wherever used in coverages 
A and B and in other parts of this policy, when applicable to such coverages, includes 
the named insured and, except where specifically stated to the contrary, also includes any 
person while using the automobile and any person or organization legally responsible for 
the use thereof, provided the actual use of the automobile is with the permission of the 
named insured. .. . 


Name of Insured: (John Smith) 
Limit of Liability for Bodily Injury Liability: $10,000 each person; $20,000 each accident. 


This now commonplace form—which would certainly be described as a con- 
tract and which is probably enforceable according to its terms anywhere in the United 
States of America—raises at least three problems in the law of Contracts which 
are not as clearly answered by the Contracts Restatement as they are in practice, 
and which suggest that Chapter 6 of the Restatement might not unprofitably be 
revised. These problems involve the application of sections 133, 134, 139, 142, 1435 
147, and 572 of the Contracts Restatement which are quoted below.‘ 


“ RESTATEMENT, CoNnTRACTS (1932). §133. Definition of Donee Beneficiary, Creditor Beneficiary, 
Incidental Beneficiary. 

(1) Where performance of a promise in a contract will benefit a person other than the 
promisee, that person is, except as stated in Subsection (3): 

(a) a donee beneficiary if it appears from the terms of the promise in view of the accom- 

panying circumstances that the purpose of the promisee in obtaining the promise of all 

or part of the performance thereof is to make a gift to the beneficiary or to confer upon 
him a right against the promisor to some performance neither due nor supposed or 
asserted to be due from the promisee to the beneficiary; 

(b) a creditor beneficiary if no purpose to make a gift appears from the terms of the 

promise in view of the accompanying circumstances and performance of the promise will 

satisfy an actual or supposed or asserted duty of the promisee to the beneficiary, or a right of 
the beneficiary against the promisee which has been barred by the Statute of Limitations or 

by a discharge in bankruptcy; or which is unenforceable because of the Statute of Frauds; 

(c) an incidental beneficiary if neither the facts stated in Clause (a) nor those stated in 

Clause (b) exist. 

(2) Such a promise as is described in Subsection (1a) is a gift promise. Such a promise 
as is described in Subsection (1b) is a promise to discharge the promisee’s duty. 

(3) Where it appears from the terms of the promise in view of the accompanying circumstances 
that the purpose of the promisee is to benefit a beneficiary under a trust and the promise is to 
render performance to the trustee, the trustee, and not the beneficiary under the trust, is a 
beneficiary within the meaning of this Section. 

§134. Contracts to Which Statements in This Chapter Are Applicable. The statements in §§135- 
147 are applicable both to absolute and conditional promises in either formal or informal contracts. 
§139. Beneficiaries Unidentified at the Time of Contract. It is not essential to the creation 
of a right in a donee beneficiary or in a creditor beneficiary that he be identified when a contract 
containing the promise is made. 

§142. Variations of the Duty to a Donee Beneficiary by Agreement of Promisor and Promisee. 
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The first problem relates to the rights which accrue under the policy to anyone 
who may suffer personal injuries as a result of the operation of John Smith’s car. 
Apparently such a person is a creditor beneficiary under Section 133, and Section 
143 presumably applies. But may John Smith, if amply solvent, release X Casualty 
Company from all obligations under the policy while the claim of the injured 
person remains unpaid? Section 143 does not answer that question explicitly. It 
would seem possible to argue it persuasively either way. In many states the question 
could hardly be argued without reference to statutes. Here, at any rate, is a basic 
question with which a treatise on liability insurance would have to deal. 

The second interesting question is: What kind of a beneficiary is the person who 
is “insured” under the policy because he drives John Smith’s car with John Smith’s 
consent? He cannot be an “incidental beneficiary” because then the policy would 
not protect him, as it doubtless does. He does not answer the description of a 
“creditor beneficiary”; so he must be a “donee beneficiary,” which he doubtless is. 
But if so, do Sections 139 and 142 make X Casualty Company responsible to one 
to whom John Smith lends his car during the original term of the policy but after 
the policy has been cancelled by agreement between X Casualty Company and John 
Smith? It seems scarcely possible that this question could be answered in the 
affirmative, but Sections 139 and 142 seem easily capable of interpretation either way. 

A third question, which cuts more deeply than the last two, is: How can an 
insurance contract such as that which has just been quoted be’ legally valid at all? 
It can hardly be thought that the law would enforce A’s promise to indemnify B 
against liability for a contemplated assault and battery. How can it be that the law 
will permit John Smith to contract to shift onto other shoulders a tort liability which 
has been “imposed upon” John Smith “by law”? The American Law Institute’s 
answer to this question is expressed in Section 572 of the Contracts Restatement, but 
it is submitted that that answer is not complete. How can it be asserted with any 
confidence that the contract does not “tend to induce” accidents caused by the 
negligent driving of the car? Certainly there must be many drivers who, if they 

Unless the power to do so is reserved, the duty of the promisor to the donee beneficiary cannot 

be released by the promisee or affected by any agreement between the promisee and the promisor, 


but if the promisee receives consideration for an attempted release or discharge of the promisor’s 
duty, the donee beneficiary can assert a right to the consideration so received, and on doing 
so loses his right against the promisor. 
§143. Variation of the Promisor’s Duty to a Creditor Beneficiary by Agreement of Promisor and 
Promisee. A discharge of the promisor by the promisee in a contract or a variation thereof by 
them is effective against a creditor beneficiary if, 
(a) the creditor beneficiary does not bring suit upon the promise or otherwise materially 
change his position in reliance thereon before he knows of the discharge or variation, and 
(b) the promisee’s action is not a fraud on creditors. 
§147. Effect of a Promise of Incidental Benefit. An incidental beneficiary acquires by virtue 
of the promise no right against the promisor or the promisee. 
§572. Bargain to Indemnify Against Consequences of Committing a Tort. A bargain to indemnify 
another against the consequences of committing a tortious act is illegal unless the performance 
of the tortious act is only an undesired possibility in the performance of the bargain, and the 
bargain does not tend to induce the act. 
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could not have insurance, would either drive more cautiously or not drive at all. 
If it be answered that a confident and unworried driver is normally safer than 
an anxious and frightened one, are we to interpret the Restatement as meaning 
that the effect of this particular policy on John Smith’s personal psychology at the 
time of the accident is triable whenever an action against X Casualty Company 
upon the policy is brought? It hardly seems possible that that is the law. I submit, 
with deference, that section 572 of the Contracts Restatement is an inadequate state- 
ment of the doctrine which underlies the unquestioned validity of the insurance 
against tort liability, and that the true ground of its validity must be found in a 
re-examination of the foundation principles of the law of torts. 


Il 


Liapitiry INsuRANCE AND TorT 

Let us now consider the legal consequences of some doings which might have 
resulted in litigation but which, so far as I know, never did. I did not witness 
these doings, but am reliably informed and believe that they occurred. Whether 
they occurred or not, they are perfectly possible and suffice to illustrate the problem 
to which I wish to call attention. 

The Delaware, Lackawanna & Western Railroad starts on the west bank of 
the Hudson River in ‘Hoboken opposite New York City, pierces the cliffs of 
the palisades by a tunnel, and crosses the New Jersey meadows to the New Jersey 
hills. In the hills, along the line of the railroad, are the towns of Orange, Montclair, 
and other places favored by suburbanites who work in New York. It results that 
the commutation traffic which crosses the Jersey meadows by this railroad is very 
large. On its way over the meadows the railroad meets the Passaic River which it 
crosses, or did cross, by a drawbridge. The waters of the Passaic River at this point 
are navigable, tidal, and accessible by water from New York harbor by passing 
around Jersey City and the south end of the palisades. The Delaware, Lackawanna 
& Western Railroad maintains, or did maintain, a number of powerful tugboats 
to handle freight lighters moving between points in New York harbor and its own 
wharves. 

About three o'clock one afternoon a tug which did not belong to the railroad 
towed two barges up the Passaic River and approached the Lackawanna Railroad 
drawbridge. The draw was raised to allow the tug and its tow to pass. While pass- 
ing through the draw, one of the barges grounded between the bridge piers. The 
barge was rigged with two masts which prevented the draw from being closed. The 
draw tender telephoned to the Lackawanna’s division superintendent, who presently 
appeared on the scene along with a Lackwanna Railroad tug. This tug, under the 
division superintendent’s orders, attempted to pull the barge out of the draw, but 
without success. The superintendent then requested permission of the barge captain 
to attach the tug’s hawser to the top of the barge’s masts and break them off. Per- 
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mission to do this was refused. The division superintendent and the tug’s crew 
thereupon overpowered the barge crew and proceeded to execute their plan by 
force. The barge’s masts were pulled down by the tug’s hawser, and the evening 
commuters to Montclair and the Oranges came home on time. 

Was there a tort committed? And if so, who is to pay? There will be found 
in the footnotes a number of sections taken from the Restatements of Torts and 
Agency,® and the learned reader may exercise his ingenuity in determining what 


® RESTATEMENT, Torts (1934). §218. Liability to the Person in Possession. One who without a 
consensual or other privilege to do so, uses or otherwise intentionally intermeddles with a chattel which 
is in the possession of another is liable for a trespass to such person if, but only if, 

(a) the chattel is impaired as to its condition, quality or value, or 

(b) the possessor is deprived of the use of the chattel for a substantial time, or 

(c) bodily harm is thereby caused to the possessor or harm is caused to some person or thing 
in which the possessor has a legally protected interest. 

§262. Privilege Created by Public Necessity. One is privileged to use or otherwise intentionally 

intermeddle with a chattel in the possession of another when such intermeddling is or is reasonably 

believed to be necessary for the purpose of averting a public disaster. 

§264. Abatement of Private Nuisance. One is privileged intentionally to intermeddle with chattels 

in the possession of another for the purpose of abating a private nuisance created or maintained by 

the possessor if such intermeddling is a reasonable means of abating the nuisance and if the 

possessor of the chattel, upon demand, has failed to abate the nuisance or the actor reasonably 
believes that such demand is impractical or useless. 

§888. Effect of Acting at Command of or on Account of Another. A person whose conduct is 

otherwise a tort is not relieved from liability therefor merely by the fact that his conduct is 

pursuant to the command of or is on account of another. 

® RESTATEMENT, AGENCY (1933). §343. General Rule. An agent who: does an act otherwise a 
tort is not relieved from liability by the fact that he acted at the command of the principal or on account 
of the principal, except where he is exercising a privilege of the principal, or a privilege held by him for 
the protection of the principal’s interests. 

$401. Liability in Tort for Loss Caused. In accordance with the principles stated in the Re- 

statement of Torts, an agent is subject to liability for loss caused to the principal by any breach 

of duty except a breach of a duty arising wholly from a contract with the principal. 

§438. Indemnity of Agent: General Principles. In the absence of specific terms in the agreement 

of employment, the extent of the principal's duty to indemnify an agent for payments made: 

or losses suffered by the agent in the performance of authorized transactions or as a result of 

such transactions is based upon a fair apportionment of the risks of the employment in light of busi- 
ness customs, the relationship of the parties, and the nature of the agent's undertaking. 

$439. When Duty of Indemnity Exists. Unless otherwise agreed, the principal is subject to a duty 

to an agent, not barred by the illegality of his conduct, to reimburse him for or to exonerate 

him from: 

(a) authorized payments made by the agent on behalf of the principal; 

(b) payments upon contracts upon which the agent is authorized to make himself liable, 
and upon obligations arising from the possession or ownership of things which he is 
authorized to hold on account of the principal; 

(c) payments of damages to third persons which he is required to make on account of the 
authorized performance of an act which constitutes a tort or a breach of contract; 

(d) expenses of defending actions by third persons brought because of the agent’s authorized 
conduct, such actions being unfounded but not brought in bad faith; and 

(e) payments resulting in benefit to the principal, made by the agent under such conditions 
that it would be inequitable for indemnity not to be made. 

$440. When No Duty of Indemnity. Unless otherwise agreed, the principal is not subject to a 

duty to indemnify an agent: 

(a) for pecuniary loss or other harm, not of benefit to the principal, arising from the 
performance of unauthorized acts or resulting solely from the agent’s negligence or other 
fault; or 

(b) if the principal has otherwise performed his duties to the agent, for physical harm 
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rights these give to the railroad company and its superintendent and what liabilities 
they impose on them in the situation which I have described. But it seems to me 
that an uninstructed judge or jury would arrive at the correct solution with less 
effort, and in a simpler way. “Tort” is Norman French for “wrong.” Did the 
Lackawanna Railroad’s division superintendent do wrong? He did not—his conduct 
was very creditable indeed. If he did not do wrong, certainly neither the railroad 
company nor its patrons did so. But the fact remains that the barge owner is not 
blameworthy and that his property has been sacrificed to the convenience of the 
Orange and Montclair commuters and to the preservation of the Lackawanna Rail- 
road Company’s goodwill. Since the Lackawanna Railroad Company’s treasury 
represents both these interests, it should pay the cost of replacing the barge’s masts. 
There is no action of any kind against the division superintendent, but there should 
be an action against the railroad company—and a jury, at least, is not likely to be 
too much troubled over how the action may be classified in the law books. The 
true classification, I submit, is neither tort nor contract, but debt, which, both his- 
torically and analytically, is an independent category of the law. The principle upon 
which the railroad company should be held liable is the same as that expressed in 
Section 1 of the Restatement of Restitution,’ the same as that which requires the state 
to make compensation for taking by eminent domain. The whole transaction is of 
the same essential nature as the transactions by which the railroad originally acquired 
its right of way. 

But why, someone may ask, this extended discussion of a hypothetical and ex- 
ceptional case? The answer, I submit, is that the case is not as exceptional as it 
seems. All the world’s work is conducted under the daily pressure of necessities 
which demand that less compelling interests be subordinated or brushed aside. The 
manufacturer who must fill his orders, the bus driver who must make his schedule 
cannot do what they are required to do without risk of injuring someone else. The 
law attempts, so far as possible, to throw upon every enterprise the burden of com- 
pensating those who suffer from its pursuit. A ruling that an enterprise must pay 
for a particular injury which it causes is not necessarily a ruling that either 
the enterpriser or his servants have done wrong. 


Ill 
A RECONNAISSANCE IN History 


The pertinence of what has been said will, perhaps, be more apparent if we 
remind ourselves of the course of history which has brought the liability insurance 
business into being. The spate of actions of tort which characterized the second half 


caused by the performance of authorized acts, harm suffered as a result of torts, other than 
the tortious institution of suits, committed upon the agent by third persons because of his 
employment, or harm suffered by the refusal of third persons to deal with him. 
7 RESTATEMENT, RESTITUTION (1936). §1. Unjust Enrichment. A person who has been unjustly 
enriched at the expense of another is required to make restitution to the other. 
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of the nineteenth century was not made up, in any substantial measure, of actions 
against individuals for their alleged personal wrongs. It was made up in the main 
of actions against incorporated enterprises, against cities, railroads, and manufactur- 
ing companies for alleged wrongs committed in the course of those enterprises by 
their employees. A good deal of speculative energy has been expended over the 
question why an employer admittedly guilty of no personal wrongdoing should 
be held responsible for wrongs committed by someone in his employ. I shall not 
attempt to re-examine that issue here. Instead I prefer to raise the question whether 
many of the accidents for which tort judgments were rendered were the result of 
wrongdoing, or even of anything properly described as negligence, on the part of 
anyone, whether there were not thousands of verdicts brought in, and sustained, 
against corporations where no jury would have brought in a verdict against any 
individual whomsoever upon the evidence presented at the bar. Certainly it was a 
matter of common gossip all through that era that no jury would decide a case 
against a “corporation” on the basis of the evidence and the law as laid down by the 
bench. One can scarcely doubt that the living tort law of the late nineteenth 
century contained a very large element of the doctrine of Rylands v. Fletcher,’ a 
doctrine that those who controlled and profited by the forces of steam, fire, and 
electricity, should see to it that the forces which they had set in motion paid their 
way. 

The practice of liability insurance began with the practice of insuring “em- 
ployers”—persons whom the law did not speak of as wrongdoers but as persons re- 
sponsible for others’ wrongs. The risks of tort liability in manufacturing and build- 
ing were so great that the smaller enterprises would not incur them. It was to meet 
this demand of the smaller enterprises for protection that the business of liability in- 
surance originated and grew up. Many of the earlier policies, unlike the modern 
policy which we have quoted, did not contain the underwriter’s obligation to “pay” 
the tort obligations of the insured. On the contrary, these policies limited themselves 
very carefully to agreements to reimburse the insured for money actually collected 
from him by legal process, or voluntarily paid out. Many a recent graduate has 
gone through law school without being told that these policies were attacked on the 
ground that they purported to relieve the insured from the consequences of his own 
wrongdoing, and on the ground that the clause whereby the underwriter agreed 
to defend the insured against lawsuits was a contract to commit the tort of main- 
tenance by intermeddling in another’s cause. The charge of maintenance was not 
easy to answer, and was at one time sustained by the Missouri Supreme Court.? The 
controversy did not cease until the general adoption of state statutes making it illegal 
to contract for the mere reimbursement of money paid out on tort claims, enacting 
that every liability insurance contract should be deemed a contract to pay whatever 


r Rylands and Horrocks v. Fletcher, L. R. 3 H. L. 330 (1868). 
* J. C. Breeden v. Frankfort Marine, Accident & Plate Glass Insurance Co., 220 Mo. 327, 119 S. W. 


576 (1909). 
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the insured was legally obligated to pay the injured party, and enacting that the 
obligation of the underwriter to pay the tort claim should be an asset of the insured 
which the injured party might reach and apply, by a process in the nature of gar- 
nishment, to the payment of his claim. The statutes were generally enacted about 
1g10..° They were substantially contemporaneous with the workmen’s compensation 
acts generally enacted in the same decade, which required, or put pressure upon, 
employers to insure their employees against all accidents occurring in the “course 
and scope” of the employee’s work. 

Until about 1920 liability insurance remained characteristically insurance of 
employers or property owners against liability for the acts or defaults of others. It 
was not until the vast proliferation of automobiles during the era between the two 
world wars that liability insurance, by being extended to the drivers of these motor 
cars, came to be extended to insuring against the legal consequences of the insured’s 
personal acts. Here again I venture the suggestion that the driver who takes out 
liability insurance does not think of it as protecting him against the consequences 
of his wrongs. He thinks of it as protecting himself and others against risks which 
are inseparable from the operation of a locomotive on the public ways. 


IV 


; SUGGESTIONS AND PRoBLEMS 


Everything that I have said about recent history is perfectly familiar to legal 
scholars, and everything that I have said about the present is familiar not only to 
lawyers but to all sorts of persons occupied with various aspects of the world’s work. 
Why, then, should the editor permit me to use the pages of this magazine to write 
about it in this sketchy and fragmentary way? There is indeed no reason why he 
should do so except that these obvious facts seem to me to receive too little recog- 
nition in the curricula and instruction currently offered by the law schools. As I 
pointed out at the beginning, there is today no adequate treatise and no adequate 
casebook on liability insurance law. What I have tried to demonstrate is that this 
lack is a reflection of a profound inadequacy in the current organization of legal 
teaching—that it is idle to expect any systematic treatment of liability insurance by 
legal scholars until the whole law curriculum has been revised. Therefore, since 
I have not the editor’s permission to use his pages for the purposes of expounding a 
complete Corpus Juris, the latter part of this discussion must be as fragmentary as 
the first. I shall content myself with pointing out a few of the practical enterprises 
which might be undertaken, and which ought now to be undertaken, if the opinions 
which I have expressed are correct. 

First. It appears to me that the traditional first year law course is defective in 
that it plants in the student’s mind the notion that the two elements of civil responsi- 

10-These statutes were at first attacked as invasions of constitutional freedom of contract. The 


United States Supreme Court did not finally sustain their validity until 1925. Merchants Mutual Auto- 
mobile Liability Insurance Co. v. Smart, 267 U. S. 126 (1925). 
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bility are contract and tort. The truth, I submit, is that the elements of civil re- 
sponsibility are debt and trespass, and that contract, in the sense of exchange or 
promise, is a compound put together out of these more elementary ideas. Everyone 
will agree that social life would be hardly possible if individuals were free to inflict 
damage on one another without compensation. It is not so often recognized that 
the act of accepting a favor without returning it arouses almost equal resentment, 
that the idea of an unpaid indebtedness is anterior to, and independent of, the idea 
of a promise to repay. All this is abundantly demonstrated in the evolution of the 
law of contract through the actions of debt, covenant, and special and general 
assumpsit, but its importance is sometimes forgotten in the effort to modernize 
everything. It is a curious and, I think, unfortunate fact that the problems ordinarily 
dealt with in courses and casebooks on “Quasi-Contracts” should have been assembled 
under so misleading a title, and that the age-old doctrines exemplified by the cases 
on unjust enrichment should have had so little influence on the organization of the 
first year curriculum as they have. It might well be a very fruitful enterprise for 
some teacher to examine the content of the courses on tort and contract currently 
offered in his law school, to imagine another first year course in “Quasi-Contracts” 
given out of one of the standard casebooks on that subject, and then to study the 
interrelationships of the three courses and how their contents might be rearranged. 

Second. The elements of liability insurance law, including the law of workmen’s 
compensation, should be included in any course which attempts to deal with the 
law of negligent torts. A very large fraction of all the tort judgments rendered are 
now paid by insurance companies, and in the absence of liability insurance would 
probably not be paid at all. Both plaintiffs’ and defendants’ counsel are, of course, 
well aware of this, and try to settle their cases with that in mind. It results that 
tort law and liability insurance law constitute in practice a single field. The student 
who wants “practical” instruction will approve of their being taught together in 
school. 

Third. There is need for a thorough examination of the whole theory and 
practice of insurance against tort liability in the light of the doctrines of Chapter 
6 of the Contracts Restatement and the public policies underlying the law of torts. 
The nature of the problem is well exemplified by the compulsory automobile in- 
surance law of Massachusetts, which requires every owner of a motorcar, as a con- 
dition of registering it for travel on the public highways, to procure either (1) a 
“bond .. . conditioned that the obligor shall within thirty days after the rendition 
thereof satisfy all judgments rendered against him or against any person responsible 
for the operation of the obligor’s motor vehicle with his express or implied consent 
in actions to recover damages for bodily injuries, including death at any time re- 
sulting therefrom .. .” or (2) “a policy of liability insurance which provides in- 
demnity for or protection to the insured and any person responsible for the operation 
of the insured’s motor vehicle with his express or implied consent against loss by 
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reason of the liability to pay damages to others for bodily injuries, including death 
at any time resulting therefrom . . . arising out of the ownership, operation, main- 
tenance, control or use upon the ways of the commonwealth of such motor 
vehicle. .. .”"' This statute, of course, was enacted to make sure that tort judgments 
against the drivers of automobiles would be paid, and the legislature apparently 
regarded the bond and the insurance policy as practical equivalents to that end. 
But it is obvious that they are not equivalents in their historical origins, that they are 
not equivalents in legal theory, and that they are not equivalent in their practical con- 
sequences so far as the driver of the automobile is concerned. In Massachusetts, at 
least, the procedures for enforcing the two instruments are quite different. Suit 
on the bond would be brought at law in the name of the Commonwealth for the 
benefit of the injured party. Suit to enforce the insurance policy would be by 
bill in equity to reach and apply the obligation of the policy to the payment of the 
judgment against the driver of the car. And there might well be differences in the 
substantive consequences, as we shall presently see. 

Fourth. A very practical question of general national interest relates to the 
precise area of tort liabilty against which the ordinary automobile liability policy 
insures. It will be recalled that the policy quoted at the beginning of this article 
insures against “liability imposed . . . by law for damages caused by accident and 
arising out of the ownership, maintenance or use of the automobile.”"? Suppose 
John Smith, the insured under the policy, finds his running board boarded by a 
hitchhiker and throws him off intentionally by stepping on the gas. The hitchhiker 
brings an action of tort against John Smith and recovers judgment. Is this a judg- 
ment which the X Casualty Company must pay? 

The Massachusetts court has answered this question in the negative.'* The 
United States Court of Appeals for the Sixth Circuit has aswered it in the affirma- 
tive.1* From the standpoint of legal analysis the answer of the Massachusetts court 
seems clearly right. There is a great body of judicial decision construing policies 
which insure against death or injury by “accident,” and it is well settled that whether 
a given event is “accidental” is to be determined from the standpoint of the person 
whom the policy insures. The hitchhiker’s fall was not accidental from John 
Smith’s standpoint, therefore, the tort liability which he incurred is not one which 
the X Casualty Company agreed to pay. 

This problem, however, runs far beyond a mere question of the interpretation of 
the insurance contract, and raises basic questions of principle under liability insurance 
law. Would the Massachusetts court reach the same conclusion under a policy 
drawn in accordance with the statute which we have quoted? That statute requires 
that the policy provide “indemnity .. . against loss by reason of the liability to pay 

™1 Mass. GEN. Laws c. 90, §34 A (1932). 

18 (Italics supplied.) 


*8 Sontag v. Galer, 279 Mass. 309, 181 N. E. 182 (1932). 
*New Amsterdam Casualty Co. v. Jones, 135 F. 2d ror (6th Cir. 1943). 
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damages . . . arising out of the operation . . . of such motor vehicle.”** These words 
apparently cover the present case. But, if so, do they also cover the case where the 
automobile is used as an instrument of intentional murder? There is, of course, 
no public policy against giving the injured parties a means of financial indemnity 
in such situations, but to hold that the driver of the car is to be “indemnified” is a 
novel doctrine, which seems contrary to Section 572 of the Contracts Restatement." 

Evidently we are back again to the ancient question of how far the law of torts 
is to be regarded as an instrument for compensating the injured, and how far it 
is to be regarded as an instrument for punishing the guilty. The effect of the 
Massachusetts statute, which seems to be to make the pursuit of these two purposes 
inconsistent in the present situation, was probably unintentional. Indeed, it seems 
likely that the real legislative policy would be expressed more exactly by a statute 
requiring every motorist to file a surety bond for the payment of judgments rendered 
against him, and leaving it optional with him whether to procure insurance against 
liability as well. 

The present situation in Massachusetts sums up very vividly a whole chapter 
in the history of legal thought. When insurance against tort liability first began to 
be practiced it was widely held that there could be no liability in contract except in 
favor of a person to whom the promise sued on had been given or from whom the 
consideration for it moved. A fortiori there could be no liability in favor of a person 
not designated by the promise when it was made. It was because of this that the 
bonds exacted from executors, administrators, sheriffs and others to protect persons 
who might be injured by their defalcations were made to run in favor of designated 
public officers or corporations who recovered judgments thereon in trust for the 
persons who suffered loss. That is why the surety bond which the operator of a 
motor vehicle may file in Massachusetts at his election is made to run in favor of 
the Commonwealth. If the legislators of Massachusetts had foreseen the successive 
steps in the progress of the technological revolution, they would probably have 
enacted that no one might operate a steam engine, a gas works, or an electric dynamo 
without filing such a bond, and the bond, rather than the liability insurance policy, 
would now be the instrument normally filed by the owner of an automobile. The 
technological revolution would then have been accompanied by a parallel evolution 
of contract law. Instead of which we have now reached approximately the result 
which would have been reached by that route via the law of torts, the doctrine of 
respondeat superior, and the liability insurance policy, which seems gradually to be 
evolving into a combined insurance policy and surety bond. 

Fifth. Another problem of general interest is the proper interpretation of the 
clause which defines the meaning of “the insured.” In the policy which we have 
quoted this includes any person who uses the automobile “with the permission ot 
the named insured.” Other policies use different phrases. But whatever the phrase, 


25 Mass. Gen. Laws c. 90, §34 A (1932). 
© See note 4 supra. 
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there is usually room for interpretation in deciding whether the permission must 
be expressed or may be implied from the circumstances, and whether or not the 
insurance continues if the borrower keeps the car longer, takes it farther, or uses it 
for a purpose other than the lender of the car agreed he might. 

This clause again raises the question whether insurance against tort liability 
should be regarded as primarily for the benefit of the tort plaintiff or the tort de- 
fendant. As the clause is drawn, it seems to be merely an accommodation extended 
to the servants of the named insured and to his friends who may borrow his car. 
But when the purchase of such a policy is made compulsory, as it is in Massachusetts, 
for the benefit of persons who may be injured by the operation of the car on the 
highways, it seems hard to see why the reason behind the statute does not require 
the bond or the insurance policy to cover everyone who may drive the car either 
with or without the owner’s consent. 

Sixth. Another problem which would well repay serious study is that of in- 
surance against accidents within the family. The ancient rule, which still prevails 
generally, is that no action of tort for personal injuries will lie between husband and 
wife or between parent and minor child.*7 While that doctrine prevails it is, of 
course obvious that a policy which insures against “liability imposed . . . by law for 
damages” does not apply to the case of a man who injures his own wife and chil- 
dren.'* In recent years the doctrine that there is no tort liability in such a case 
has been questioned; it has even been argued that the prevalence of liability insurance 
is itself a reason why the doctrine should now be relegated to the past.’® This, I 
submit, is arguing in a circle; it is saying that an ancient doctrine of domestic 
relations law may now be abandoned because the bad consequences of its abandon- 
ment can be mitigated by holding insurance companies to a contract they did not 
make. It is interesting to note in this connection that when the New York legis- 
lature was recently prevailed upon to make actions of tort for personal injuries 
available between husband and wife and between parent and child, it enacted simul- 
taneously a statute to the effect that no liability insurance policy should be construed 
to apply to such actions unless it embodied an explicit provision to that effect.” 

Once again we see the importance of a clear legal theory, not only of liability 
insurance, but also of domestic relations law. The whole difficulty of the problem, 
from either standpoint, revolves around the meaning of the phrase “liability imposed 
. . . by law for damages.” That the classic domestic relations law did not permit 
actions of tort between husband and wife and parent and child is true enough. But 
it imposed on the husband and father the duty to support his family in all con- 
tingencies, and if they suffered personal injuries, either through his own fault or 


17 JosepH W. MappEN, HANDBOOK OF THE Law oF Persons AND Domestic RELATIONS §69, 138 (1931). 


18 Luster v. Luster, 299 Mass. 480, 13 N. E. 2d 438 (1938). 

2° Witt1aM L. Prosser, HANDBOOK OF THE Law oF Torts 897-908 (1941). 

20N. Y. Domestic Retations Law §57 as amended by L. 1937, c. 669; N. Y. Insurance Law 
§167(3); Fuchs v. London & Lancashire Indemnity Co. of America, 258 App. Div. 603, 17 N. Y. S. 2d 


338 (2d Dep’t 1940). 
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another’s the burden of that duty was, of course, increased. There is no reason why 
the risk of personal injuries to a family due to the husband and father’s carelessness 
should not be insured against, but that is not a legal problem. It is a problem of 
drafting the proper policy and determining what the premium ought to be. 

Seventh. Another persistent problem which remains, after twenty years, without 
solution is that raised by the limitation on the underwriter’s liability. Suppose the 
underwriter’s liability is limited to $10,000 for each person, and that $20,000 damages 
are claimed. The plaintiff offers to settle for $10,000. The underwriter’s normal 
reaction is to ask the insured to contribute to the settlement. The insured’s normal 
reaction is to insist that the underwriter pay the whole. The underwriter and the 
insured cannot agree as to what proportion of the $10,000 each shall contribute, and 
in consequence the settlement is lost. Suppose the action is tried and the plaintiff 
recovers judgment for $20,000. May the insured demand that the underwriter pay 
the whole $20,000 on the ground that the underwriter was bound to accept the 
opportunity to settle for $10,000 and to pay the settlement in full? 

Twenty-five years ago the Supreme Court of New Hampshire held that the 
underwriter might be liable if its failure to accept the settlement was the result of 
negligence.*? The New York Court of Appeals took the opposite position,”* and 
the question has been disputed, without any appreciable progress toward solution, 
ever since. The question is, in fact, insoluble so long as the law permits a situation 
in which (1) the underwriter assumes the burden, and reserves the right of defending 
any lawsuit which may be brought against the insured driver; (2) the underwriter’s 
liability is limited to an amount smaller than the maximum which the plaintiff may 
recover from the insured driver; and (3) the underwriter assumes full liability for 
any judgment which may be rendered against the insured driver up to this minimum 
amount. If there is any principle of insurance law which can truly be said to: be 
without exception, it is that a valid insurance contract can be distinguished from an 
invalid wager only by the fact that the insurance contract produces a complete 
identity of interest between the underwriter and the insured. Where the under- 
writer is unable or unwilling to carry the whole risk from which the insured wishes 
to be protected, this identity of interest can be achieved only by the method of “co- 
insurance,” i.¢., by a contract under which the underwriter carries a specified share 
of the insured’s risk. Where a specified share of the risk is indeterminate owing 
to the fact that the risk itself is without limit, the underwriter can be protected 
only by a “valued policy,” i.e., by a contract which sets a definite valuation upon the 
thing insured. 

Valued policies are, of course, impossible in liability insurance so long as the law 
sets no upper limit on the amounts which may be recovered in actions of tort. In 
workmen’s compensation insurance the risk can be, and is, valued, because compensa- 


** Douglas v. United States Fidelity & Casualty Co., 81 N. H. 371, 127 A. 708 (1924). 
*? Best Building Co. v. Employers’ Liability Assurance Corp., 247 N. Y. 451, 160 N. E. g11 (1928). 
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tion is fixed at a percentage of average wages, so that the premium can be computed 
on the basis of the insured’s payroll. The price of the solution of the particular 
problem now under discussion is legislation fixing a maximum recovery for tortious 
personal injuries, and the refusal of underwriters to insure for less than this maxi- 
mum unless the doctrine of coinsurance is applied. 


V 


CoNCLUSION 


The idea of insurance is a comprehensive and pervasive one. If it is combined 
with another idea as comprehensive and pervasive as that of tort, the resulting 
compound is likely to permeate and color every department of the law. The practice 
of insurance against tort liability is founded on the combination of these two ideas. 
The very limited treatment which the subject has hitherto enjoyed in the law curricu- 
lum is a measure-of that curriculum’s resistance to a field of thought which inevitably 
disrupts the harmony of the accepted scheme. What I have attempted here is to 
suggest, in the merest outline, the nature of the legal system to which the practice 
of liability insurance leads. 




















